Causality study of urbanization and economic growth by 羅奕宏 & Lo, Yet-fhang, Daniel
Title Causality study of urbanization and economic growth
Other
Contributor(s) University of Hong Kong
Author(s) Lo, Yet-fhang, Daniel; 羅奕宏
Citation
Issued Date 2007
URL http://hdl.handle.net/10722/130995
Rights Creative Commons: Attribution 3.0 Hong Kong License
The University of Hong Kong 
 
 
 
 
CAUSALITY STUDY OF URBANIZATION AND 
 ECONOMIC GROWTH 
 
 
A DISSERTATION SUBMITTED TO 
DEPARTMENT OF REAL ESTATE AND CONSTRUCTION 
IN CANDIDACY FOR THE DEGREE OF 
BACHELOR OF SCIENCE IN SURVEYING 
 
 
 
BY 
LO YET FHANG DANIEL 
 
 
 
 
 
HONG KONG 
APRIL, 2007 
 
Declaration 
 
 
I declare that this dissertation represents my own work, except where due 
acknowledgement is made, and that it has not been previously included in a thesis, 
dissertation or report submitted to this University or to any other institution for a degree, 
diploma or other qualification. 
 
 
 
 
 
Signed:  
Name: Lo Yet Fhang, Daniel 
Date: 10th April, 2007 
 
 
 
 
 
 
 
 
 
 
 
Abstract 
 
This dissertation attempts to formulate the causal relationship between economic growth 
and urbanization by means of econometric techniques designate to evaluate the existence 
and direction of causality: Granger-causality test. The results reflect that there is causality 
from urbanization rate to economic growth in less-developed nations whereas the causal 
link is reverse in developed nations. This suggests that the causal relationship between the 
two mentioned variables depends on the economic status of the nation. 
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Chapter I 
Introduction 
Having a better grasp about the basic laws of urbanization could help planning of 
national development policies for policy-makers as well as aid the entrepreneurs in 
planning their business strategies. For decades, scholar works on the study of how 
urbanization relate to the economic performance are abundant, especially those regarding 
the post World War II urbanization processes that took place in the less-developed nations. 
Nevertheless, as far as the author knows, an empirical causal study between these two 
variables has not yet been the major attention to most contemporary economists and 
sociologists. 
This dissertation attempts to shed light on the causal relationship between 
urbanization and economic growth (proxied by per capita Real Gross Domestic) by 
encompassing all relevant phenomena in a context of system-wide relationships in order 
to formulate a single unifying concept. Applied economic approach would be adopted1. 
By bifurcating the study into two parts—developed nations and developing nations, the 
study then applies econometrical tests to the twenty selected nations, eight of which are 
developed ones and the remaining twelve are developing nations.  
Granger causality methodology is employed for the empirical tests. Granger 
Causality Test was first invented by Granger C.W.J. in 1969. The test could be interpreted 
as analyzing whether one variable’s lag either does or does not create a net significant 
incremental contribution to the movement of a dependent variable, once the own 
correlation of the dependent variable is taken into account (Cheung and Lai 1997). Before 
the application of Granger Causality Test, the presence of unit root and the co-integrating 
property must be checked at the outset.  
                                                 
1
 Most studies of urban economics adopt either policy approach (Malpass et al. 1993) or applied economic 
approach. Their difference is discussed in detail in later chapters.   
The limitations in this study include the constraints in data collection and the 
inherent deficits associated with the model. Furthermore, difference in social background 
among the selected nations may limit the generalization power of this study. 
The framework of this work would present a comprehensive study of the causality 
between urbanization and economic growth. Chapter II presents the theories, statistical 
data and empirical findings made by previous scholars. The methodology of the empirical 
test adopted is discussed in Chapter III. The results of the tests and the findings are 
presented in Chapter IV. Chapter V offers a thorough study of the formation of an urban 
area. Chapter VI would explain the causal relationship, complemented by three case 
studies (Indonesia, the U.K. and South Korea) which are discussed extensively in Chapter 
VII. Chapter VIII examines the limitation of this study and the work of the dissertation is 
concluded in Chapter IX. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Chapter II 
Literature review 
This chapter attempts to present a selective review of previous studies on 
urbanization and economic growth. The definition of urban area and urbanization are first 
discussed. Then, statistical data regarding the world’s urbanization and economic growth 
is presented. Prior to presenting the arguments suggested by various scholars about the 
causality link between urbanization and economic growth, a comparison between 
different urbanization processes in different regions of the world is made.  
 
2.1 The meaning of Urban Area 
Study of the co-relationship and causality link between urbanization and economic 
growth is best commenced with the discussion of the fundamental question: what is an 
urban area? For decades, the definition of urban area, both qualitative and quantitative, 
has been presented by numerous scholars and government authorities. The definition 
varies amongst different scholars and nations, and an international consensus has not yet 
been achieved. Friedmann (1973) gave a general idea for this term—a form of human 
settlement where a social system located in geographic space that occupies a precise 
position 2  in a system of interconnected settlements, extending from hamlet to 
megalopolis. Inside this system, national development occurs within this social 
interaction network stretched out over the landscape. By regarding the process as a social 
one, Friedman attempted to distinguish between urban land and non-urban land in terms 
of the relative significance of geographic position within the state.  
                                                 
2 Such idea of primer locational advantage is once typified by Dwyer(1972)’s concept of a city in the 
context of scale economies, that a city is a place which can share the benefit of reduction of cost in distance 
or the elimination of friction of space stemming from urban density. Therefore, external economies, 
particularly associated with business enterprises, can likely be made available. 
 
Other groups of economists laid more emphasis on the economic aspects of urban 
area (Hirsch 1973, Dwyer1972). They focused on the unique economic feature that cities 
outstand in its cost advantage over rural spaces. Such cost vantages generated from the 
density, or in a economics terms—scale economy, of the cities include the minimization 
of information and communication cost resulting from close proximity to the market as 
well as reduction in transportation expense. External economies, particularly associated 
with business enterprises, can likely be made available. Hirsch further suggested that a 
city should be able to provide working space, transportation, communication for its 
industries, living area, recreational facilities and all other services and utilities which can 
economically facilitates the urban function inside the market for its people. 
Quantitatively, national census authorities in Canada, France, the United Kingdom 
and the United States designate a piece of land as an urban area if it has more than 400 
persons per square kilometer. Alternatively, some government authorities tend to define 
urban concentration based on the residence of 100,000 or more people (Netzer, 1974).  
As observed, there is yet an internationally agreed definition of urban areas and 
national definitions vary among countries. (United Nation 20073) To study urbanization 
globally, in this work, the approach of the Population Division of the United Nations 
Department of Economics and Social Information and Policy Analysis (DESIPA) is 
adopted. It evaluates, and adjusts whenever necessary, urban and rural data for 
under-enumeration and inconsistencies, as part of its biennial revision of the United 
Nations urban and rural population estimates and projections. For United Nations’ 
principal role of dealing with international social progress of urbanization, the statistical 
data in this dissertation, obtained from the data base of United Nations, are considered to 
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 United Nations in their official webpage claimed that , “Based on the institution’s comprehension on the 
term, there is no internationally agreed definition of urban areas, and national definitions vary from country 
to country. The organization admits that consistency in the process of breakdown of what constitutes urban 
and rural areas is problematic.” 
be impartial and credible. 
 
2.2 The definition of urbanization 
Like urban area, the definition of urbanization is still undergoing keen debates and 
arguments. A dictionary’s interpretation is “as rendering urban” or “removing the rural 
character” of a district. Hirsch (1973) attempted to define the term as the societal process 
that creates the dynamic system that we can call a city. It is one of the key constituent 
processes involved in social mobilization, in which major clusters of old social, economic 
and psychological commitment are eroded or broken and people become available for 
new patterns of socialization and behavior (Deutsch 1961). However, regardless of how 
fierce the debate on the meaning of the term is, the end product—the urbanization level or 
sometimes termed as the degree of urbanism has been generally agreed to be defined as 
the ratio of the nations’ total population resident living in urban areas. Similarly, the 
meaning of urbanization growth rate refers to a growing proportion of urban population in 
a given nation.  
 
Two forms of urbanization are commonly perceived. The first (hereinafter referred to 
as Urbanization I) is the geographic agglomeration of population and concentration of 
non-agricultural activities, such as manufacturing and other service activities. Scholars 
have recognized that this form of urbanization has taken places twice in history: The first 
time occurred in those presently developed nations in Western Europe during their 
industrialization processes around the beginning of 20th century; the other refers to the 
occurrence of the current developing nations, which are undergoing their preliminary 
stages of economic development. Urbanization I indeed indicates a socio-economical 
transformation process in which economic activities change from agricultural economy to 
one which is dominated by industrial activities. 
The second form (hereinafter referred to as Urbanization II) usually occurs after the 
first, relating to the diffusion of urban values, behaviors, organization and institutions 
from the urbanized land to the less urbanized land in a country (Salita and Lorenzo, 1980). 
It is also sometimes termed as sub-urbanization which results in an integration of the 
original with its neighboring satellite towns and rural spaces. The original rural society is 
transforming into an urban society by the penetration of urban value from the urban 
populations and culture. It is observed in large metropolises such as Tokyo, London, Paris 
and New York.  
The fundamental natures of the two forms of urbanization, including the causes and 
consequences of their occurrences, how the two processes proceed throughout the whole 
social process and more importantly the economic impacts on the nations are very 
different. However, they share one thing in common—the two processes would 
continuously reshape, despite in varying extent, the spatial organization of the entire 
social system of a country with the consequence of enhanced economic efficiency.  
 
2.3 The nature of Urbanization 
Bintarto(1980) in his study of the urbanization pattern of Indonesia inferred that the 
growth rate of a country’s urbanization is attributable to three sources: (i) expansion of 
cities caused by natural population growth, (ii) cityward migration of the rural population, 
(iii) change of the rural areas into urban areas. These three types of urbanization could be 
the result of industrialization, modernization of inner-cities urban infrastructure, 
improvement on transport network system, advancement of medical technology and the 
like. Oberai (1993) further suggested that the contemporary urbanization level of a region 
may be altered by reclassification system of a country’s census authority that may be 
originated from political intention. Netzer (1974) pointed out the three main observations 
of the urbanization --- (1) demographic redistribution, (2) economic growth and (3) social 
movement. The observation is more or less in line with what Sit (1980) has proposed, that 
the term urbanization should consist of three fundamental elements, namely people, 
economy and space.  
A comprehensive socio-economically dynamic description on the process of 
urbanization could be found illustrated by Friedmann (1973). He theorized the entire 
course of urbanization, both Urbanization I and Urbanization II, and categorized the 
whole process into four closely interconnected sub-processes: 
 
2.3.1 Generation and diffusion of innovation. 
The first sub-process is the generation and diffusion of innovation. Urbanization I 
involve mainly the technological advancement in medical and agricultural techniques (R. 
Jones 1975 and Oberai 1993) whereas the overall technology level of the society is 
enhanced during the course of Urbanization II (Goffette-Nagot 2006). In the former case, 
increased life-expectancy of the rural dwellers and drop of agricultural labor demand are 
unavoidable, acute competitions in rural areas gradually emerge and finally a “push4” is 
created to force the rural population outward to the urban area (McGee 1969); As to the 
second form of urbanization, technology improvement occurs as the positive outcome of 
industrialization, it is believed by scholars that the success in transport innovation and 
breakthrough in communication technology encourage urban diffusion to the rural space. 
 
2.3.2 Decision-making process 
The second sub-process encompasses the decision-making process of individual or 
household migration. The migration process can be considered as an investment from 
which the migrant expects to receive returns sufficient enough to offset the costs of 
                                                 
4
 Details of “push-pull” model can be found in the works of McGee (1969, 1972), Gosal, (1961), Sjaastad 
(1962), Fujita and Thisse (2000) 
moving (Fujita and Thisse 2000), the process can be further modeled within the famous 
“Push-pull” framework. “Push” factors refer to the attractions of the destination while the 
“pull” factors mean the dissatisfaction of the place of origin. Mathematically, Sjaastad 
(1962) enclosed this cost-benefit theory in the context of discounted present value 
concept. The net benefits obtained from migration are expressed in terms of the 
differences in incomes between the place of destination and the place of origin for each 
particular future time interval. The present value can then be obtained by discounting 
these differences and summed over the total number of future time periods for which 
returns are expected. If the sum is greater than the cost of moving, it is likely that the 
person will migrate. 
  
2.3.3 Migration 
The third sub-process is migration which is indeed the direct outcome of the second 
sub-process. Both economic and social changes would take place and cultural value as 
well as innovation diffusion would occur based upon the magnitude of “pressure 
difference” between push factors and pull factors. Jaffe and Stewart(1951) considered that 
the decision to migrant is a kind of choice confronting to the potential migrant, but not a 
necessity. Nevertheless, a number of economic publications have proved that the 
migrant’s educational attainment directly determines his or her mobility. Friedmann (1973) 
summarized the works of the previous scholars in Latin America, Africa and South Asia 
and concluded that migrants are positively selected from among their home populations 
for such characteristics as education, skill levels and socio-economic status. Thus it is the 
most urbanized groups among the population, rather than the rural poor, that appear to be 
most prone to migrate. 
 
 
2.3.4 Investment 
The last stage is the process of investment which can be regarded as a kind of 
city-building activities of the society. Migration and investment process are usually 
carried out simultaneously; the former which leads to city population size increase 
provides good investment climate to the entrepreneurs. As the number of urban dwellers 
grows as urbanization process moves on, firms take all kinds of advantages stemming 
from the concentration, internal scale economies and external economies due largely to 
the close proximity to labor market, suppliers and most importantly their consumers 
(Marshall 1920, Myradal 1957, Hirschman 1958, Richards 1972, Moomaw and Shatter 
1996, Shukla 1996). In addition, the entrepreneurs may also enjoy the benefit of being in 
the vicinity to their competitors for reduced market information cost (Marshall 1920 and 
Shukla 1996). These all generate the momentum to the firms to invest their resources in 
the urban space. Aside from private investment, government’s investment in infrastructure 
and nation-wide telecommunication system is another integral aspect during this process. 
Such public investment is considered as positively relating to the efficiency of the overall 
social and economic efficiency and may be able to alleviate entrepreneurs’ capital 
constraints without severe labor displacing effects associated with outright capital 
subsidies (Shukla, 1996) and hence fuel the economic growth of the nation. 
Essay after essay cites that a typical urbanization process must have undergone a 
transformation either from industrialization to post-industrialization (mostly associated in 
today developing nations), or rural-urban integration (mostly associated in today 
developed nations). Nevertheless, some sociologists pointed out that urbanization may 
automatically arise if citizens consume a public good that requires physical proximity for 
collective consumption (O’Sullivan, 2006), the concentration of consumers would cause 
the development of a city. Religion and national defense are two obvious examples in this 
case. For instant, urbanization occurred in Jerusalem (the capital of Israel) and Hadj (the 
Pilgrimage to Mecca in Islam) are primarily due to religious purposes while Honolulu 
(the capital city of Hawaii, the United States) grew swiftly as a result of national defense 
policies rested by the United States government decades ago. 
 
2.4 Recent statistics on the world’s urbanization and economies 
According to the statistics announced by United Nations (2007), the world’s total 
population was 2.5 billion in 1950. Fifty years later in 2000, the figure has increased more 
than double and reached 6 billion. Within the same period, the world urbanization level 
has risen from 30% to 47%. Despite the developed world has been dominating the figure, 
the disparity between the two regions’ value has been narrowing over time. In 1950, the 
levels of urbanization of the developed regions and underdeveloped one are 52% and 
18% respectively. However, the former recorded 73% while the latter has increased 
substantially to 40% in 2000. This global organization further predicted that by the end of 
2015, the city population proportion of the advanced nations will only slightly increase to 
76% while the third world will urbanize remarkably and reach a value of 58%. The rate of 
increase in the developing countries is three times faster than the developed countries. 
The results of the work done by Dennis A Rondinelli (1993) and John D. Kasarda (1993) 
reveals that for nearly 40 years, urban population in developing countries has grown by 
more than 3% a year, a rate much higher than the growth of total population 
In 1985, of the world’s twenty largest cities, thirteen of them were in the poor 
nations. By the year of 2000, the poor nations further dominated the figure, seventeen of 
them will be located in the less developed countries. Among the world’s seven largest 
metropolitan, five are located in the developing countries with populations of 15 millions 
or above; two of them are in the Latin America have population more than 22 million 
(Oberai 1993). 
As to the urban employment structure, approximately 80% of the total labor force in 
less developed countries was engaged in primary production, including agriculture, 
fishing, mining and forestry during the early 50s in last century. After the end of World 
War II, continuous shifting of employment structure from primary production to tertiary 
took place expeditiously at an average of 4% a year in the region. By the end of 1990, the 
agriculture sector in the developing countries only contributed to 59% of the total labor 
force (United Nations 1994)5. Such gigantic change in urban employment structure has 
been reveal in many poor nations and this has proved to constitute many social problems 
such as unemployment and underemployment in their urban societies. For instant, as 
tertiary sector of the cities has grown tremendously in excess what is indeed required and 
economies inefficiency may occur (Scholler 1975).  
  
2.5 Similarities and differences between the urbanization processes in Western 
Europe during 1800-1900 and the Third World nations after World War II 
The process of urbanization has been commonly regarded as a universal 
phenomenon. Economists and town planners often conceived that there were two major 
urbanizations happened in the modern history of the world. The first one is urbanization 
that took place in Western Europe since 1800s. Most scholars concluded that such 
occurrence was, to a great extent, attributed to the rapid expansion of industrial base 
during the process of industrialization, where considerable number of low-wage 
workforce was required for manufacturing production; the other is the post-World War II 
urbanization experienced in most of today less-developed nations in Asia, Africa and 
Latin America, most of them have undergone swift economic development structural 
change after their liberalizations from being colonized. Scholars generally agreed that the 
two urban transformations processes shared some similar features that reflected some 
characteristics of a typical process of urbanization. 
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 United Nations, Department of International Economics and Social Development, 1994 
The strong growths of urban population during the two abovementioned events were 
commonly believed by economists to act as sources for labor supply in the manufacturing 
sectors. Wage in urban area increased followed by repeated flows of rural-urban 
migration. At the same time, the nations’ governments usually have devoted more 
resources the cities’ infrastructure developments that triggered more demand for rural 
labor force. On the rural side, although there were real growths of agricultural 
productivities due to the successful implementations of new cultivation techniques, the 
overall economic emphasis, in terms of both proportion of labor force to the nations’ total 
and amount of capital invested, have been shifted from agriculture-oriented to 
manufacturing-related industries (Gugler 1969). Consequentially, political bias that favors 
the development of urban land occurred: When there were controversies between the 
developments of rural and urban land, the latter was always at a better position. 
Ultimately, the cities became the economic focal points of the nations. Political power, 
social and cultural influences and most importantly economic concentration were all 
rested on the urban areas (Sit 1980). 
The successful industrialization which led to ultimate economic growth occurred in 
the West has often been regarded as a textbook for the presently-developing nations to 
draw lessons from it. These poor nations will hold certain common comprehensive aims 
that, at an earlier period, were typical for the presently developed nations during their 
industrialization period and follow their footsteps (Freidman 1973). However, numerous 
economists express the view that the two urbanization processes, occurred in two entirely 
different social, economical and technological backgrounds, possesses some distinctive 
features that can distinguish itself from the other.  
The first major difference is that the growths of the city population in the presently 
underdeveloped countries are rapider than that of European urbanization in their 
comparable period. As Kingsley Davis (1973) has pointed out: 
…underdeveloped countries for which we have data relating to the 1940’s and 1950’s, the 
average annual gain in the urban population was 4.5%. The figure is remarkably similar 
for the various regions: 4.7% in seven countries of Africa, 4.7% in 15 countries in Asia 
and 4.3% in 12 countries of Latin America. In contrast, in nine European counties during 
their period of fastest urban population growth (mostly in the latter half of the 19th 
century) the average gain per year was only 2.1%. 
The second difference is that the natural birth rates of the cities, almost the same as 
their rates of rural-urban migration, in the presently developing nations appear to be much 
higher than the Western counterpart. The underpinning reason for such phenomenon has 
been discussed by various scholars and they generally believe that the poor family 
planning education, together with the inadequate knowledge about contraception among 
the populations result in the tremendous rise in natural birth growth (Shukla 1996). 
The above two differences between the two regions indeed underline their different 
in economic growth: Economic development stemming from the urbanization process is 
considered to be much successful in the Western Europe. McGee(1969) used the phrases 
“true urbanization” and “pseudo-urbanization” to describe respectively the European 
urbanization and the modern Asian less-developed countries’ urbanization. The “True 
urbanization” occurred primarily because of the technological improvement and 
emergence of entrepreneurial innovations. These two forces promoted the maturity of 
manufacturing, commerce and services industry (Bacon, 1973). On the contrary, the 
urbanization in developing countries nowadays is much associated with the poverty in the 
countryside. Furthermore, with unsound foundation of education, poor long-term 
industrial planning strategies and inadequate urban infrastructure development led to 
many social problems: over-urbanization, high unemployment rate, crime, environmental 
pollution, housing problems etc. are common in today’s Third World cities. These all 
combined together formed undesirable social and economic pressures that are negatively 
related to the economic development of the nations. As discussed in the latter chapter, 
exceeding dependencies on foreign investment in the cities further ruin their “real” 
development.  
 
2.6 Arguments favor Urbanization leads Economic Growth 
The underpinning logic formed behind the argument—urbanization leads economic 
growth, is that the labor mobility in the nation is the prerequisite to economize the 
resources and enhance productivity; therefore it permits rapid build-up productive activity 
in the city. The rural zone of the country is the starting point to initialize the first glow of 
the city’s economy or that the city requires certain input economic factors that give rise to 
its further development. The urbanization process has unique impact on the economic 
development of the country. 
The arguments can be summarized into four main streams: 
1 Escape from rural poverty as the primary cause of migration 
2 Rural overpopulation as the major reason for urbanization 
3 Rural labor forces as a means to enhance industrial productivity in city 
4 Supply of rural labor for urban infrastructure development 
 
2.6.1 Escape from rural poverty as the primary cause of migration 
The Push-pull 6  hypothesis of urbanization process has proved to be of great 
convenience in modeling the migration propensity of the rural dwellers. Rural urban 
migrations in contemporary less developed nations were due primarily to the “push” of 
the poor countryside rather than the “pull” of the developing cities (Jaffe and Stewart, 
1951, Gosal 1961, McGee 1969, 1972), contrary to that the urbanization process arising 
from Industrial Revolution in Western Europe in the 19th century, which is a wealth 
accumulation in the urban land that attracted rural people to migrate. 
The dissatisfactory conditions of the rural life— lack of primary necessity (e.g. clean 
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water supply, electricity provision and drainage system), low efficiency of 
communication and transportation network, absences of health care and educational 
facilities, non-existence of public housing. All these factors promote cityward migration. 
Apart from the inadequate provisions of public facilities from the government, the 
nature of agriculture employment further discourages the rural dwellers from staying in 
their birthplaces. Agricultural sector is considered as a risky occupation in the sense that 
its revenue is highly dependent on weather condition, availability and distribution of 
farmable area, given the low-wage nature of being an agriculturist, such occupational 
instability promote rural-urban migration of the villagers, through which they may gain 
access to better employment opportunities. Added to this is that in the contemporary less 
developed countries, collectivization of farms are commonly practiced by regional 
governments, accompanied by technological modernization, these all further accelerate 
the rate of rural exodus. Rural environments are coming increasingly to be compared 
unfavorably with towns and cities (McGee 1969 , R. Jones 1975). 
In the context of sociology, some scholars further indicated that the traditional 
oppressive and hierarchical system adopted in most villages in the Third World prompted 
settlement movement (Self 1976). These rural labor forces would eventually become the 
momentum to develop the urban land. 
 
2.6.2 Rural overpopulation as the major reason for urbanization 
Overpopulation of the rural areas is considered to be one of the most fundamental 
causes that trigger demographic pressure for rural urban migration. R. Jones (1975) 
inferred that this common phenomenon in the less developed nations is due primarily to 
two factors—continuous rise in natural birth rate and severe drop in mortality rate. Better 
medical care measures, improved sanitation systems, sterilized water supplies are all 
contributory elements to the increase level of life expectancy of the rural population. On 
the other hand, fertility rates remained high due to poor contraception knowledge, a direct 
consequence of low educational level among villagers in the rural areas. 
Overcrowding may thus occur in the rural area, implying that the general living 
conditions become worse than before. Over-population also fosters competitions for 
agricultural land and living space between villagers, demand for land increase while 
supply of land is fixed. Consequentially, land price rises whereas the overall agricultural 
production is more or less stable over years. Those less competitive rural dwellers are 
therefore forced to migrate to cities or towns in order to survive (R. Jones 1975). 
 
2.6.3 Rural labor forces as a means to enhance industrial productivity in city  
Development economists generally recognize that having abundant supply of cheap 
labor for the manufacturing sectors in cities could provide a favorable condition to attract 
both domestic and foreign investment, this is particularly prevalent in today developing 
countries which are highly dependent on overseas capital for the country’s basic 
infrastructure and industrial development. In order to maintain their own economic 
competitiveness, government of developing capitalist nations generally do not restrict 
rural people from migrating to the cities. Some governments may even facilitate the 
urbanization process by providing occupational training to the rural migrants, as in the 
cases of Brazil, Malaysia, Thailand and South Korea (Kasarada 1993). 
 
2.6.4 Infrastructure developments in the cities require abundant labor 
The very first step to build up a city, as the majority of economists, town planners 
and governors believe, is the provision of adequate infrastructure for the basic functioning 
of the city. In the preliminary stage of city formation, construction is one of the most 
important sectors in an economy, and housing construction accounts for between 65-75% 
of its total output (Friedmann 1973). The industry is also highly related to manufacturing 
(e.g. building materials, furniture, and transportation) and it therefore has a high value 
added to the economy. It consumes a high proportion of labor relative to capital 
equipment, i.e. it has a very low import requirement. 
 
2.7 Arguments against Urbanization leads to Economic Growth 
Some scholars in urbanization study asserted that the economic growth should lead 
urbanization. Rostow (1962) proposed that urbanization is a dependent variable which 
varies according to the national economic development in a country. He stated that cities 
can be interpreted as a function that changes over time against the technology 
advancement as well as the industrial development upon which a country’s economy is 
assumingly to be based. Technology improvement, on the other hand, can be seen as a 
tool that can increase the labor productivities and boost the whole economically upwards, 
followed by a substantial increase in labors’ wage. Urbanization is thus imitated due to 
the income disparity between the urban area and rural area.                                      
Generally, arguments which are against that urbanization growth precedes economic 
development of a nation can be categorized into the following five main parts: 
 
1 Agricultural surplus as the first source of economic growth 
2 Growth of industrial sector as the first step of a country’s capital accumulation 
3 Orientation of the urban economy toward export production                                   
4 Internal specializations precedes localization economy and urbanization economy 
5 Political bias: Urban first, rural second. 
6 The generation of affluence of the city by colonization 
 
2.7.1 Agricultural surplus as the first source of economic growth 
Economics is often defined as the study of how societies can best allocate scarce 
resources among alternative uses so as to maximize the overall gain of the society. This 
implicitly implies that spending one unit of resource here would mean scarifying the 
chance to gain in another place. In most underdeveloped nations, transformation of 
economic structural from agricultural-centered to non-agricultural-centered involves costs. 
Such costs generally include cost of redistributing and housing the cultivators to urban 
area, training expenses incurred (either by government or private organization) to educate 
the “new-comers” to “familiarize” the new industries they are going to be in, opportunity 
cost in giving up the revenue which would otherwise be collected if continuing to invest 
in agriculture sector . 
When one group of farmers left the agricultural land and are absorbed by other 
industries, the overall productivity of agricultural sector, leaving other variable such as 
technology constant, must fall. Given technology level of agriculture constant, the 
remaining farmers can by no means produce sufficient food for themselves and city 
workers. Therefore, for promoting new industries in the nations, it is deduced that the 
capital needed for such economic evolution must come from the saving, i.e. agricultural 
surplus collected in the past (O’Sullivan 2006).  
 
2.7.2 Growth of the industrial sector is the first step of a country’s capital 
accumulation  
From the today post-industrial nations’ experiences, the growth of an economy is 
strongly associated with an increasing proportion of a nation’s output and labor force 
becoming involved in industrial sector (James et al. 1997), particularly manufacturing 
activities. Almost all the present-day developed nations had undergone the process of 
Industrialization. The result for such structural economic change is that the productivity in 
non-primary industry is much higher. People in rural space tend to migrate owing to the 
higher wage stemming from urban industrial boom. In developing countries, labor 
supplies are generally not considered as a decisive issue in industrial location because 
labor will automatically shift from their uptown home to the downtown area, where work 
is available (Richards 1972). 
 
A number of development economists and economic historians believed that such 
spatial and institutional change in employment sector in today’s less developed nations is 
the rudiment of successful development process. In such cases, industrial investment may 
be internally spontaneous, externally derived, or politically inspired and fostered by 
national governments as a spur to increasing national wealth (R. Jones 1975). Hirschman 
(1958) advocated his strategy of “industrialization first 7 ” for those contemporary 
less-developed regions. Rural-urban population redistribution thus takes place in response 
to such change in economic structure.  
 
2.7.3 Reorientation of the urban economy toward export production  
A considerable number of economists and national development analyzers hold the 
view that the less-developed regions, in their initial ages of developments, should foster 
economic progress by concentrating on increasing their exports of tropical products and 
raw materials, products in which they had comparative advantage over other nations 
(James et al. 1997). By adopting this development strategy, reliance on foreign import 
products would be reduced and the country could pursue to a sustainable economic 
growth in long term. This creates abundant employment opportunities for thus city 
dwellers as well as the potential migrants from the countryside.  
Nurkse (1963, 1962) further added on this point that the less-developed nations with 
the ability to export tropical products and raw materials can use the generated income to 
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import machinery, tool, equipment and other non-human input resources. Productivity is 
enhanced by such action and wage of labor would afterwards rise and ultimately draw 
more rural people to city for production. 
 
2.7.4 Internal specializations precedes localization economy and urbanization 
economy  
At the preliminary stage of the city formation, the overall efficiency of the city 
depends on internal economies of scale, rather than external economies of scale 
(generally defined as a combination of localization economies and urbanization 
economies). As the city expands in size, the latter dominates the former and the total 
efficiency would be enhanced. This infers that the whole economies must have 
accumulate to certain degree of development scale, before they can achieve the greater 
benefit generated from external scale economies which is the outcome of the urbanization 
process. 
 
2.7.7 Politically bias: Urban first, rural second. 
The facts that most of the Third world capital cities are originated with profound 
historical background naturally made them become the political centre, these cities 
occupy a dominant position over cultural facilities, modernized services, and 
transportation, thus attracting and retaining many new business or industries, especially of 
an international kind (Gilbert et al. 1982). Some of them, such as Sao Paulo in Brazil, 
even possess religious influence on the country’s overall development. When there is any 
conflict in economic planning between the urban and rural, the latter must always give its 
way to the former. Government in those poor nations may even impose policies like tax 
reduction, housing welfare, minimum wage protection system in the cities even as the 
rural sector is neglected or burdened. For instant, Gilbert and Gugler (1982) conducted a 
research to compare the price elasticity between the urban Mexico City and its uptown 
area that is 1000km away, they concluded that their price elasticity are among the same 
due primarily to the government actions to protect the price of commodities in the cities. 
By increasing real rural urban wage differentials beyond what results from differences in 
sectoral labor productivity, these subsidies and welfare measures increase the rate of 
migration to cities (Squire 1981) 
 
2.7.6 Colonization process started the affluence of the city 
Most of the currently-developing nations had used to be colonized during the last 
two centuries. The economic development processes, as most of the economists believed, 
are direct consequences of the colonial influence by the industrialized West.  
R. Jones (1975) expressed that the capitalist alien groups with well-developed urban 
culture, legal system, geographical planning strategies and most importantly the 
urban-focused economic system initiated the first economic boom in the developing 
regions by bringing new settlers to the countries and introducing their hometown 
government system. This suggests that economic growth that triggered by the colonists 
precedes the urbanization growth in nowadays poor nations.  
 
2.8 Other Arguments regarding the causal relationship between Economic 
Development and Urbanization 
Theories and academic works on the causal relationship between the two subject 
variables are paramount. Aside from the previous mentioned theories that uni-directional 
link exists between the two variables, other isms tend to hold the contentions either that 
causal link between urbanization and economic growth does not exist in real world, or 
that the two variables interact with each other all the time, forming a circular relationship.  
 
 2.8.1 There is no link exist between urbanization growth and economic performance 
Quite many scholars suggested that it is impossible to form a clear relationship 
between the two subject variables. In the real economic world, each variable is 
interconnecting with others in a complicated way. One variable could be the cause as well 
as the consequence of the other. The strength of the linkage might be weak or strong, or 
even be varying depending upon particular circumstance. Such manifolded relationships 
among all the variables establish a highly unpredictable and unanalytical system that 
could in no way be explained by economic principles.  
Song and Mills(1979), in their study on urbanization and economic development of 
South Korea have laid emphasis on the importance of the increase in international trade 
and of the rise of real income as causes of rapid urbanization in South Korea. They ended 
the study by concluding that relationship between urbanization and economic 
development is so complicated and that no mechanization linkage between them should 
be expected. Glaeser and Mare (2001) held similar view about this socioeconomic 
relationship and suggested that: 
…As the consequence of urbanization effect, wages are higher in larger cities. Causality 
is difficult to identify on whether agglomeration first or rural urban migration first… 
agglomeration causes workers to be more productive. But skilled workers may also be 
drawn to urban areas, both because of higher urban wages and also because of 
consumption amenities associated with urban life… 
 
2.8.2 Circular relationships between urbanization process and economic 
development 
Quite a number of scholars suggest that in answering the relationship between 
urbanization rate and economic performance, it is as if asking a question of “Chicken first 
or Egg first”. Both variables affect each other simultaneously over time. A very idea of 
such circular relationship was once theorized in form of a typical “virtuous circle”. 
The circle may start with an exogenous factor such as technological advancement. 
This could induce a decline in mortality through its effects on increasing food supply, 
improvement in medical facilities, leading to population growth. Population growth could 
in turn promote industrialization through specialization economies. To the extent that the 
factories and plants expand, it would then trigger another stream of urbanization. Large 
scale rural-urban migration may then lead to a reduction of birth rate because the close 
proximity of people permitted the dissemination of new values and favor of a small 
family. Population reduction could enable the household increase their per capita saving 
and promote consumption, or both. Finally, more consumption on goods and services 
would mean larger revenue of the manufacturing and tertiary sectors, which could be used 
to further promote research and technological innovation of their products. This 
channeled the rate and direction of technological progresses into further expansions of 
industries and stimulated urbanization again. 
 
 
 
 
 
 
 
 
 
 
 
 
Chapter III 
Empirical Methodology 
 
In the world of modern science, models can be classified into two main types --- 
theory models and empirical models. Both of them aim to describe the perceived reality, 
despite they always represent only part of the whole features of the original in practical 
sense (Hayek 1963). 
In this study, the causal relationship between urbanization and economic 
development was outlined by adopting an empirical statistical model approach. The 
statistical inference generated from the empirical result is then used to either corroborate 
or refute the preciously developed theoretical sayings developed by various economists, 
which will be mentioned in the latter chapter of the dissertation. Indeed, this dissertation’s 
approach is in line with what Hendry (1993) has proposed that the process of testing a 
theory model is generally undertaken via an empirical model which comprises 
relationships between measured variables, after all, it is under no circumstances possible 
to “prove” theories and the process involved to refute them are enormously difficult. 
The relationship between urbanization and economic growth of the selected 
countries is investigated by the employment of Granger Causality Model. The study 
hypothesis is refined8 to that the urbanization rate would entail to a country’s economic 
growth. Two variables, urbanization growth rate and per capita real Gross Domestic 
Products (GDP) are subjected to the Granger Test. Per capita GDP is chosen as an 
indication of economic performance due to its data availability as well as its measurability. 
The test also demonstrates other exogenous variables, including the national natural 
population growth rate (demographic variable), urbanization level (geographical variable) 
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and the level of economic performance (economical variable). The ultimate aim of the 
empirical testing is to establish a clear causal relationship which can specify the causal 
linkage, if any, between the abovementioned variables, with support of the study of their 
time series order. 
The application of Granger Causality Test consists of several procedures. First, the 
existence of a unit root in the time series is tested. If the results show that they are 
stationary in levels, Granger Causality test could be applied immediately. For those time 
series that are not stationary, co-integration test must be used before applying Granger 
Causality Test and must be operated within the framework of error correction model. 
Lastly, F-statistics test is adopted to gauge the joint significance levels of causality 
between dependent variable and causal variable. 
                                                                                     
3.1 Stationarity  
The presence of unit root means that the time series are non-stationary in levels but 
stationary in first differences. Testing the presence or absence of unit root is the first step 
of performing Granger Causality Tests. The concept of unit root can by no means be 
understood without comprehending the fundamentality of stationary and non-stationary. 
According to Woordridge (2003), a stationary time series process refers to: 
…one whose probability distributions are stable over time in the sense that if we take ay 
collection of random variables in the sequence and then shift that sequence ahead h time 
periods, the joint probability distribution must remain unchanged… 
 
Mathematically, this stationary stochastic process can be illustrated as:  
),(),(
,...,..., 2121 hththtttt mm xxxxxx +++=  for all integers h 1≥ and for every collection of time 
indices mttt <<<≤ ...21 . i.e., their joints distributions are identical. 
As regard to stationarity (or referred to as strict stationarity), the requirement is even 
stricter in the sense that the nature of any correlation between adjacent terms is the same 
across the entire timeline must be satisfied. 
Apart from the abovementioned stationary stochastic process, another type of 
stationary process, named covariance stationary process, also has profound inference in 
econometrics. It is a time series (e.g. ...)3,2,1: =txt  process with constant mean and 
variance where the covariance between any two random variables in the sequence 
depends solely on the distance between them, and not on the location of the initial time 
period. According to Wooldridge (2003), a covariance stationary process is a stochastic 
process ( ...)3,2,1: =txt  with finite second moment [ ])( 2 ∞<xtE  if the following 
conditions are satisfied: 
(i) )(xtE  is constant 
(ii) )(xtVar  is constant, 
(iii) for all t, h ),(,1 xx httCov +≥  depends only on h and not on t. 
It must be highlighted that a stationary process which has a finite second moment 
implies it must be covariance stationary, but the reverse is converse does not hold. If the 
series mainly inclined to one particular direction as time goes, it can be termed as a 
trending series. A trend can be either fallen within the framework of (i) Trend Stationary 
Process (TSP) or (ii) Difference Stationary Process (DSP). The former generally refers to 
a process which is stationary once a time trend has been removed and is usually implicit 
that the detrended series is weakly dependent. They can both be expressed in 
mathematical ways by considering a series tt xtfy += )( , with f(t) being the trend and 
tx  is a stationary series. 
 
 
In TSP model,  
 ttt xy ++= βα  
While in DSP model, 
 tttt yy εβ +=− −1  
They are both linear trend but the latter requires taking first difference before elimination 
of tβ . 
 
3.2 Non-stationarity 
Most of time series in the studies of economics are non-stationary. An economic time 
series in which its mean and variance depend on time and they tend to depart when time 
runs refers to a non-stationary series. Typically, it can be presented as X t =f(t)+e(t) where 
mean f(t) is a function of time and e(t) being a weakly stationary series. 
 
3.3 Problem of unit root 
The presence of unit root would produce invalid and misleading result when two 
variables that have unit roots regressed one on another by application of standard 
econometric techniques. Therefore, co-integration test should be adopted before the 
application of Granger Causality Test. 
 
Schmidt (2005 pointed out such unit-root problem mathematically as follows: 
Suppose that we have a regression of the form 
ttt XY εββ ++= 10
 
Given Y is not stationary, the Ordinary Least Square Estimates of both 0β  and 1β  
are inconsistent and inefficient, the estimated standard errors of the parameters are 
invalid. 
The fact that the mean value of Y is tX10 ββ + entails to such occurrence. 
Furthermore, the residual value is the distance between this mean value and Y. If Y is 
non-stationary, it has no inclination that the regression line would pass near it and thus the 
residuals will become large arbitrarily and further, the slope and intercept point of the 
regression line can by no means deducible. Added to this is that the variance of the 
parameter estimates is much bigger than that if the series are stationary.9 
 
3.4 Unit Root tests 
Augmented Dickey Fuller test (ADF test) is deemed to be the most widely adopted 
test for unit root. The first step for the test is to estimate the following equation: 
tttY εβρα ++= −1   
Whether 1=ρ  is first tested. But given that 1=ρ  is true, OLS does not work 
appropriately on the above equation due to the fact that tY  has a unit root and its 
non-stationary nature. In order to avoid this, Dickey and Fuller (1979) produced the true 
distribution of ρˆ when the hypothesis ρˆ =1 hold and therefore the correct critical 
values for testing the hypothesis can be calculated.  
 
The next step is to subtract Y 1−t  from both side of the above equation, and it gives: 
ttttt YYYY εβα ++=−=∆ −− 11  
And 1−= ρβ . Therefore, the null hypothesis comes to be 0=β .By adding a 
lagged term of tY∆  on the right hand side of the equation as follows, we can improve 
the testing power in case the null hypothesis is false: 
 
tMtMttt YYYY εβββα +∆++∆++=∆ −+−− 11211 ...  
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To guarantee that tε  is not serially correlated, M, being the number of lags has to 
be especially chosen. 
 
Dickey-Fuller tests for unit roots operates by comparing the t value for β  against 
the critical values stated in table 8.5.2 Fuller (1976). In case the values are too large and 
negative, the null hypothesis of containing a unit root is rejected. On the other hand, it is 
concluded the series contains a unit root if otherwise. 
 
3.5 Co-integration Test 
In the context of econometrics, co-integration test can be performed either by 
Engle-Granger(Engle et al. 1987) approach or Johansens’s approach (Johansens 1988). 
Due to the fact that the former suffers from two main drawbacks --- Firstly, possibility of 
giving incorrect conclusion may appear greater in large systems, because it assumes there 
is only one co-integrating relationship between the variables. Secondly, it further assumes 
that one variable can be treated as dependent variable, while the others as exogenous 
variable and this may give rise to invalidity in most model construction in economics. 
Therefore, Johansen’s approach is adopted for this study. 
As noted by Granger (1993), the concept of co-integration allows us to describe the 
existence of an equilibrium, or stationary, relationship among two or more time-series, 
each of which is individually non-stationary. In the application of Granger Causality test, 
it is one of the most integral procedures. Co-integration refers to the notion that a linear 
combination of two time series, each of which is integrated of order one, and is integrated 
of order zero (Wooldridge, 2003). Detail of this concept is shown as follows. 
Fundamentally, if a time series is differenced once and the differenced series is 
stationary, then the original series is said to be integrated of order 1, denoted by I(1). 
Accordingly, if a time series has to be differenced twice the original series, it would refer 
to be integrated of order 2 (or I(2)). Generally speaking, if a time series is differenced k 
times, then it is integrated of order k or I(k).Conventionally, I(0) means a stationary time 
series. 
To run the co-integration test10 in an analysis of two co-integrated systems. Firstly, 
consider the case of two variables, x and y. Then we apply unit root tests to check that 
both s and y belong to I(1). Next, we either regress “y on x” or “x on y” and at the same 
time, consider xyu βˆˆ −= . Afterwards, we perform unit root test on uˆ . 
If x and y are co-integrated, then xyu β−= would be I(0). On the contrary, it would be 
I(1) if x and y are not co-integrated. The null hypothesis in the test, as mentioned above, 
is that there is a unit root. Therefore, the null hypothesis and the alternative in 
co-integration tests are: 
:0H  u has a unit root or x and y are not co-integrated 
:1H  x and y are co-integrated. 
 
Since u is not observed (Maddala, 1992), the estimated residual uˆ  from the 
co-integrating regression is used. As noted by Granger and Engle, Johansen procedure 
should be used in case there is more than one unit root. VAR model is then adopted to 
compute the characteristic roots of the matrix X of the coefficients of the VAR model and 
apply the tests described earlier; that is to consider )1( −λn  and use the tables in Fuller 
(1976). The methodology of Johansen (1988, 1992) test is shown as follows: 
 
Consider the following vector error correction model of a VAR: 
tktktttt uyyyyy +∆Γ++∆Γ+∆Γ+=∆ −−−−−−∏ )1(122111 ... , 
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The co-integratoin test11 is performed by looking at the rank of the ∏ matrix and 
the rank of the matrix equals the number of its eigenvalues of the matrices that are 
different from zero. 
 
The eigenvalues are given by nλ  and are place in order: 
gλλλ ≥≥≥ ...21 , If the variables are not co-integrated, the rank (Johansen. 1993) of 
∏ will not be significantly departed from zero. 
Therefore, 0=jλ  for all j. 
The following shows the test statistics for co-integration in Johansen’s approach: 
∑
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The first formula tests the null hypothesis that the number of co-integrating vector is 
less than or equal to r against an unspecified alternative. The second formula tests the 
number of co-integrating vectors is r against an alternative of r+1. In the test, Π is defined 
as the product of two matrices, i.e. Π = ′βα.  α is a matrix giving the “loadings” of each 
vector in each equation and β is a matrix containing the co-integrating vectors 
Critical values for the two test statistics are non-standard and are dependent on, first 
the value of g-r, the number of non-stationary components and secondly whether a 
constant and /or trend are included in the regressions. If the test statistic is greater than the 
critical value, we should reject the null hypothesis that there are r co-integrating vectors 
in favour of the alternative that they are more than r.  
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 Sources: Bent E. Sorensen, 2005 
 
3.6 Granger Causality Test 
The fundamental premise on which Granger based in processing the Granger 
Causality Test is that any future event can by no means cause the present or the past. 
Clearly, if a particular event (A) happens after another (B), (A) cannot cause (B). On the 
other hand, it does not necessarily infer that if (A) occurs first, it would render the 
happening of (B). A typical example is when a man won in a lottery, his prediction surely 
occurred before the drawing, but these is no linkage indicating that he causes the results 
of the lucky numbers. The operation of Granger Test is to observe whether A precedes B 
or is it the opposite, or whether they happen contemporaneously. 
Hendry and E. Mizon(1999) gives an analogy of Granger Causality: 
If, in the universe of information, deleting the history of one set of variables does not alter 
the joint distribution of any of the remaining variables, then the omitted variables were 
defined not to granger cause the remaining variables…A variable X is said to 
Granger-cause another variable, Y if the present value of Y depends on past values of X as 
well as on its own past values. 
 
Mathematically, it is, 
tMtMtMtMtt XXYYY εααβββ +++++++= −−−− ...... 11110  
 
If the null hypothesis 1α =0, 02 =α ,…, 0=Mα  is rejected, then we can conclude 
that X Granger-causes Y. On the contrary, if it is failed to reject the null hypothesis, it 
means X does not Granger-cause Y. The length of lag of M is, to certain degree, arbitrary. 
It must be highly emphasized that the two variables X and T must be stationary in 
order to perform an error-free estimation. Same as the way to model other variables, the 
number of lags in the process should start with the largest at the outset and those which 
are statistically outstanding would then be recognized. 
 
As mentioned above, if the time series are co-integrated, the Granger Causality Test 
have be investigated within the framework of Error Correction Model and it is given by: 
∑
−
=
−−
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 It is a common statistics mistake to interpret Granger Causality as a kind of proof 
that one variable cause another to happen. Granger test simply reflects the fact that the 
Granger causality relationship between the two variables “suggests” that one causes the 
other to change but in no way prove it indeed does so. This is based on the ground that a 
regression equation can by no means prove whether a variable (independent) causes the 
other variable (dependent) to change. The conclusion, however, hinges on which 
economic model to be used to relate the two subject variables (Schmidt 2005). The test 
merely indicates the past values of one variable could be used to forecast the value of the 
other, if other factors are being held constant. 
 
3.7 F-Test 
F Statistics (or F ratio) is used to test multiple hypotheses about the parameters in a 
multiple regression model(Wooldridge, 2003), it stated the ratio of the explained to the 
unexplained variance, as according to Fleming, 1994. it is given by: 
 
)1/((
/)(
−−
−
≡
knSSR
qSSRSSR
F
ur
urr
 
 
Where SSR r is the sum of squared residuals from the restricted model 
(i.e.∑ − 2)( yyc ), SSR ur (i.e.∑ − ))( 2ci yy is the sum of squared residuals from the 
unrestricted model, n is the number of observations and k is the number of independent 
variables. 
 
The null hypothesis in the test is as follows: 
 
0...: 3210 ===== nH ββββ  
 
The significance of the 2R  statistics can thus be tested by the application of F 
statistics. The R 2  follows the F distribution that has k and n-k-1 degree of freedom. It 
can gauge the joint significance level between the two testing variable by comparing the 
result with the critical value stated in the tables of F distribution, where level of 
significance level is given. In case the null hypothesis, H 0 is rejected, it can be deduced 
that a significant relationship between the dependent variable and the causal variable is 
concluded. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Chapter IV 
Data and Empirical Results12 
 
This chapter aims to present the result of the Granger Causality Test. Two pairs of 
variables from the studies of twenty nations are subject to the test. The first is between 
urbanization level and per capita Gross Domestic Product (GDP measured at constant 
price) and the second one is between the rate of change of urbanization level and rate of 
change of per capita GDP. The study is on a basis of five years, due to the fact that 
urbanization is a long social process and on the grounds of data availability and reliability. 
In order to enhance the generality of the study, a wide spectrum of countries, 
covering six continents of the world are chosen for the test. They possess heterogeneous 
patterns of background in terms of culture, geography, social system and economy. It is 
noted that the study divides the selected countries into developing countries and 
developed countries on the basis of United Nation’s research result13. In the following 
study, out of the twenty selected sample countries, eight of them are developed countries 
while the remaining twelve are developing countries. The period of 1950-2000 is chosen. 
It must be highly emphasized that some of the countries has experienced their transition 
period from developing countries to developed nation during the subject 50 years. The 
data for each country’ Gross Domestic Product (measured at constant price) is obtained 
from the data base of University of Pennsylvania (the United States) and the data for each 
                                                 
12
 EViews 3.0 is used throughout the empirical test. 
13
 United Nations, developed, developing countries [code 491]: There is no established convention for 
the designation of “developed” and “developing” countries or areas in the United Nations system. In 
common practice, Japan in Asia, Canada and the United States in northern America, Australia and New 
Zealand in Oceania and Europe are considered “developed” regions or areas. In international trade 
statistics, the Southern African Customs Union is also treated as developed region and Israel as a 
developed country; countries emerging from the former Yugoslavia are treated as developing countries; 
and countries of eastern Europe and the former USSR countries in Europe are not included under either 
developed or developing regions. 
 
country’s urbanization level is obtained from Economic and Social Affairs Department of 
the United Nations (2006).  
The nations studied in this dissertation are categorized by the classification system of 
the United Nations: developed countries included Australia, Japan, New Zealand, Norway, 
South Africa, South Korea, the United Kingdom and the United States of America. On the 
other hand, developing countries comprise of Argentina, Brazil, Burma, China, Egypt, 
India, Indonesia, Malaysia, Mexico, Nigeria, the Philippine and Thailand. 
It is, with no doubt, difficult to quantify a particular country’s economic performance 
within a given period in the empirical study, a country’s economic objective and hence 
performance may not simply depend on the actual output it produced. Some countries 
may devote large amount of resources for long-term planning and development and such 
“potential” may not be truly reflected from the officially announced value of Gross 
Domestic Product. Furthermore, black-market production and volunteer work can in no 
way be taken into account. However, it is still recognized by enormous economists and 
scholars that gross national product per capita is the broadest indicator of economic 
output and growth of a nation. It covers the goods and services produced and consumed in 
the private, public, domestic and international sectors of the economy per person. 
Therefore, GDP per capita is chosen as the basis to measure a country’s economic 
performance in this empirical study. 
Table 4.1 illustrates the change in urbanization level and change in gross domestic 
product per capita measured in constant price during the subject 50-year for the twenty 
countries being investigated. It is noteworthy that most of the developed nations have a 
very high urbanization rate at the year 2000. All of the eight developed countries attain an 
urbanization level of at least 57%, ranging from South Africa (57%) to Australia (91%). 
The result shows that their urban population dominates the rural population. On the 
contrary, if we exclude the three Latin America countries, most of the developing 
countries have a lower level of urbanization rate than the advanced countries. Among 
them, Burma has the lowest level of urbanization while another Southeast Asian countries 
Malaysia, which has recently successfully been transform to a medium industrialized 
country (Shukla 1996), has the highest level of urbanity. The other three “Asian little 
tigers” (United Nation 1995), Indonesia, the Philippines and Thailand have urbanity level 
ranging from 30% to 60%. It is observed that most of the developing nations were much 
less urbanization at the beginning of 1950s, some of them had urbanity rate less than 20%. 
As to the advanced developed nations, most of them have achieved a high level of 
urbanity at the middle of the 20th century. Exceptions include the two currently developed 
East Asia countries, South Korea and Japan, this is due to the fact that they have been 
undergone the process of transformation from a less developed country to an advanced 
one, explanation of this observation is dealt in great detail in the following chapters of the 
dissertation. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 Countries Urbanization 
Level (1950) 
Urbanization 
Level (2000) 
Average 
annual 
change in 
Urbanization 
Level (from 
1950 to 
2000)  
GDP per 
capita 
(1950) 
GDP per 
capita 
(2000) 
Average 
annual 
change 
in GDP 
per 
capita 
(From 
1950- 
2000) 
Australia 75.1% 91.1% 0.387% 9113.81 25534.8 2.08% 
Japan 34.7 % 65.2 % 1.273% 2417.02 24671.66 4.76% 
New 
Zealand  
72.5% 85.7% 0.335% 9587.74 18824.46 1.358% 
Norway 50.1% 75.3% 0.819% 6608.52 27043.97 2.858% 
South 
Korea 
21.4 % 79.7% 2.670% 1326.23 15881.34 5.091% 
South 
Africa 
42.2% 56.9% 0.599% 4088.62 7541.1 1.232% 
United 
Kingdom 
79.0% 89.0% 0.238% 7641.83 22188.23 2.155% 
United 
States 
64.2% 79.3% 0.426% 10600.84 33308.4 2.316% 
Argentina 65.3% 89.2% 0.626% 6585.32 10994.77 1.030% 
Brazil 36.2% 81.2% 1.629% 1656.16 7185.02 2.978% 
Burma 16.0% 28.3% 1.126% 553.23 1933.423 2.534% 
China 12.5% 35.8% 2.122% 578.34 3746.98 3.808% 
Egypt 31.9% 42.5% 0.575% 1359.16 4184.31 2.270% 
India 17.0% 27.7% 0.981% 696.28 2480.26 2.573% 
Indonesia 12.4% 42.0% 2.470% 812.32 3637.3 3.044% 
Malaysia 20.4% 61.8% 2.240% 1834.32 9936.61 3.437% 
Mexico 42.7% 74.7% 1.125% 2993.46 8766.09 2.172% 
Nigeria 11.6% 43.9% 2.698% 751.73 712.76 -0.001% 
The 
Philippine 
27.2% 58.5% 1.548% 1345.24 3423.65 1.886% 
Thailand 16.5% 30.9% 1.264% 1071.09 6856.97 3.783% 
Table 4.1 Details of urbanization progress and economic development of the 20 sample 
countries 
 Figure 4.1 and Figure 4.2 compare the urbanization level in 1950 and 2000 for the 
developed nations and developing nations respectively. It is noted that the latter 
demonstrates a rapider pace of urbanization in general.  
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Figure 4.1 Urbanization level of the eight selected developed countries 
 
Urbanization Level of the selected developing countries
0
0.1
0.2
0.3
0.4
0.5
0.6
0.7
0.8
0.9
1
A
r
g
e
n
t
i
n
a
B
r
a
z
i
l
B
u
r
m
a
C
h
i
n
a
E
g
y
p
t
I
n
d
i
a
I
n
d
o
n
e
s
i
a
M
a
l
a
y
s
i
a
M
e
x
i
c
o
N
i
g
e
r
i
a
T
h
e
 
P
h
i
l
i
p
p
i
n
e
T
h
a
i
l
a
n
d
Country
U
r
b
a
n
i
z
a
t
i
o
n
 
L
e
v
e
l
Urbanization Level (1950)
Urbanization Level (2000)
 
Figure 4.2 Urbanization level of the 12 selected developing countries 
Figure 4.3 chronicle the average annual change in urbanization level of all sample 
countries. It is observed that clearly that on average, the developing countries moved 
greater steps in increasing their urban population level than the advanced nation. The 
earliest developed country, the United Kingdom which has already been highly developed 
in the late of 18 century, has the lowest improvement in urbanity level while developing 
countries like Indonesia, Malaysia and China have more than 2% average annual 
increase.Again, special attention should be paid to South Korea which is said to be an 
advanced but was still a developing nation at the early 1950s. It has the most significant 
increase in percentage in urban population (about 2.7% average annual increase) among 
all countries during the time span. 
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Figure 4.3 Average annual changes in urbanization level of all sample countries (From 
1950-2000) 
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Figure 4.4 GDP per capita of the 8 selected developed countries 
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Figure 4.5 GDP per capita of the 12 selected developing countries. 
Figure 4.4 and Figure 4.5 show the GDP per capita of the advanced nations and 
underdeveloped nations respectively. Except South Africa, all of the developed nations 
can achieve at least US$15,000 per capita GDP at 2000. On average, a citizen in the 
European and post-European nations (i.e. U.S.A., Australia and New Zealand) can 
produce more than US$20000 per year. On the contrary, those developing countries show 
a significantly lower level of economic development when compared with the advanced 
nations. More than 50% of the selected developing countries produced only less than 
US$5000 GDP per capita. Their economic performances even lag behind those 
contemporary developed nations for more than 50 years. Some economists claimed that 
this is attributed to colonization, low level of technology, poor economic system and even 
corruption.  
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Fig 4.6 Average annual changes in GDP per capita of all sample countries(From 
1950-2000) 
 
Generally, as indicated on Figure 4.6, developed nations (except Japan and South 
Korea), especially those post-industrial countries in Europe, have already been fully 
developed 50 years ago. Their economic improvements have almost been stabilized. 
Excluding Nigeria, all developing countries show significantly higher improvement in 
economic advancement in terms of average annual change in GDP per capita then the 
developed West. The case of Nigeria should be given special consideration. Thanks to the 
persistent internal war in the country, Nigerian per capita GDP has shown a negative 
performance during the 50-year time span. On the other hand, South Korea and Japan are 
considered to have undergone the transformation from developing nation to developed 
nation during the period. 
The variable involved in the Granger Causality test are the level of urbanization (at a 
particular year) and the Gross Domestic Product per capita (at constant prices), in 
logarithmic forms, (i.e. L-UL and L-GDP respectively) and in growth rate (i.e. ∆ UB and 
∆ GDP). Table 4.2 summarizes all the abbreviations used in the empirical study. 
 
Summary of Variable Definition 
Variables Definitions 
UL Urbanization Level 
L-UL Logarithm of Urbanization level (with 
base 10) 
∆ UB Rate of change of urbanization level 
(5-year interval) 
GDP Real GDP per capita (constant Price) 
L-GDP Logarithm of Real GDP per capita 
(constant price) 
∆ GDP Growth rate  of GDP per capita (constant 
price) (5-year interval) 
Table 4.2 Summary of variable definition 
 
4.1 Testing for Stationarity (Unit Root Test) for “L-UL, ∆ UB, L-GDP and ∆ GDP 
The Stationarity Test as mentioned in the previous chapter is the “pre-requisite” 
before performing the Granger Causality test. The presence of unit root means that the 
time series are non-stationary in levels but stationary in first differences and such 
presence may produce hidden invalid econometric result. If they are stationary in levels, 
then it is econometrically appropriate to adopt Granger Causality Test immediately 
(Granger 1969). Otherwise, another statistic test, co-integration test should be applied 
before running the Granger test. 
As discussed in Chapter III, augmented Dickey-Fuller (ADF) Test is chosen to test 
the presence of unit root test in the study. The results are shown in table 4.2 below. The 
null hypothesis of the test is that the relevant series contain a unit root against the 
alternative that it does not. The symbol “ ρ ” below refers to the unit length of time lag (in 
this case ρ =1 means a time lag of 5 years and ρ =2 indicates a time lag of 10 years and 
so on, since the data are collected on the basis of five years). All possible time lags, 
ranging from ρ =1 to ρ =3, have been considered in order to avoid the problem arising 
from determining the optimal time lag14. 5 % significant level is chosen for all the 
statistical tests in this dissertation. For the unit root test, the 5 % critical vale is calculated 
to be -3.6591. 
Table 4.3 presents the results of ADF Test. The results show that we can accept the 
hypothesis for those unboded data while those bolded data (with value smaller than 
-3.6591) indicate the existence of unit root in the series. As a general summary, 28 out of 
180 subject time series contain a unit root, the result is consistent with what most 
econometricians concluded that most economic time series do not contain unit root 
(Dhryme 1998). 
 
Table 4.3 Augmented Dickey-Fuller Test for the presence of unit root in the data in levels  
Variables Country ρ =1 ρ =2 ρ =3 
L-UL Australia -2.077390 -1.756457 -1.307018 
 Japan -2.077390 -1.756457 -1.307018 
 New 
Zealand 
-3.219496 -1.904429 -1.467256 
 Norway -2.005731 -3.414321 -15.00304 
 S. Korea -0.147885 0.059717 3.761811 
 S. Africa -2.537300 -1.768530 -2.258051 
                                                 
14
 For technical details, refer to Schwarz (1978) 
 U.K. -2.972469 -2.350741 -7.876029 
 U.S.A. -2.735927 -2.443157 -41.78624 
 Argentina -1.791240 -0.371178 -2.771019 
 Brazil -0.912998 -1.579109 -0.843108 
 Burma -4.833584 -2.395376 -1537.797 
 China -2.397262 -0.647147 -0.603568  
 Egypt -4.161359 -4.200790 0.825521 
 India -3.449593 -2.348541 -65.02974 
 Indonesia -1.970767 -1.716460 -0.707961 
 Malaysia -1.799094 -0.633806 -4.784369 
 Mexico 2.516504 5.003629 11.53233 
 Nigeria -10.68068 -3.318330 -4.223910 
 Philippine -1.454938 -1.672808 -2.437591 
 Thailand -2.519528 -0.909774 -6.570915 
Variables Country ρ =1 ρ =2 ρ =3 
∆ UB Australia -1.670910 -1.301879 -1.069232 
 Japan -1.670910 -1.301879 -1.069232 
 New 
Zealand 
-4.013704 -3.009420 -3.349443 
 Norway -2.431473 -5.766347 -2.314938 
 S.Korea -0.814605 -1.207051 -3.475335 
 S. Africa -2.606147 -1.540637 -1.677627 
 U.K. -2.104907 -1.021540 -1.011543 
 U.S.A. -1.215609 -0.719357 -11.15290 
 Argentina -4.605767 -1.805278 -5.180607 
 Brazil -2.103512 -1.440005 -1.411954 
 Burma -0.794549 -1.842853 -10.08962 
 China -3.609442 -3.509604 -3.428822 
 
Egypt -0.777840 -0.684811 0.912671 
 India -0.612963 -1.448772 -0.777401 
 Indonesia -1.908660 -2.874656 -1.284727 
 Malaysia -1.743962 -7.733268 -4.279792 
 Mexico -2.865088 -1.472096 -0.455948 
 Nigeria -9.415214 -2.946160 -3.313096 
 Philippine -1.913233 -2.314092 -1.359900 
 Thailand -2.681428 -0.751777 -0.058514 
Variables Country ρ =1 ρ =2 ρ =3 
L-GDP Australia  -2.360033 -2.327171 -3.721475 
 Japan -2.360033 -2.327171 -3.721475 
 New 
Zealand 
-2.281033 -3.896957 -8.266912 
 Norway -1.830456 -2.411935 -1.846366 
 S.Korea -4.443664 -2.797000 -1.319285 
 S. Africa -1.427305 -2.913207 -5.277555 
 U.K. -2.055429 -2.071111 -3.000800 
 U.S.A. -3.756517 -1.293590 -1.046448 
 Argentina -2.429888 -0.069347 -12.27549 
 Brazil -1.478454 0.165077 -12.64611 
 Burma -2.160404 -0.065069 -0.021974 
 China 1.125881 0.056694 0.920626 
 Egypt -1.898574 -1.087200 -0.465997 
 India -0.386643 0.413586 0.005631 
 Indonesia -2.021378 -3.399042 -1.329041 
 Malaysia -2.944210 -2.412418 -4.839266 
 Mexico -3.724473 -2.338000 -26.75798 
 Nigeria 0.179558 0.458998 0.812994 
 Philippine -1.701189 -1.138798 
 
0.485359 
 Thailand -2.279107 -1.847001 -1.625187 
Variables Country ρ =1 ρ =2 ρ =3 
∆ GDP Australia -1.879888 
 
-2.409813 
 
-2.298702 
 
 Japan -1.879888 -2.409813 -2.298702 
 New 
Zealand 
-2.738774 -1.787957 -13.77399 
 Norway -1.469178 -1.814964 1.076195 
 S.Korea -1.468456 -0.623150 -0.429519 
 S. Africa -1.887627 -2.390112 -2.384852 
 U.K. -2.819282 -1.862240 -3.763501 
 U.S.A. -1.967171 -2.566666 -1.356299 
 Argentina -3.479358 -1.622534 -1.652922 
 Brazil -2.161565 -1.703246 -1.291198 
 Burma -3.490515 -1.917810 -1.386904 
 China -0.806386 -1.140475 -0.231505 
 Egypt -3.034340 -2.798261 -5.029274 
 India -2.096092 -0.971308 -0.891718 
 Indonesia -0.829392 -0.296740 1.541525 
 Malaysia -2.071781 -0.845980 -0.322994 
 Mexico -1.407900 -2.208902 -1.430501 
 Nigeria -3.317800 -1.719364 -20.38542 
 Philippine -2.569698 -2.953210 -2.422025 
 Thailand -2.174153 -1.804803 -1.302684 
 
4.2 Testing for Co-integration test 
As discussed in Chapter III, Johansen’s approach is adopted to perform the 
co-integration test. The test is carried out for 2 pairs of variables, namely “L-UL& 
L-GDP” and “ ∆ UB & ∆ GDP”. The results are shown in table Figure 4.4. According to 
the findings by Granger (1981), he has listed a list of time series in his table A that would 
become stationary after differencing may produce linear combinations that are stationary 
without differencing. Under the test, the null hypothesis 0H is that the co-integrating 
series has a unit root and that the two variables are not co-integrated. Again, as in the Unit 
Root Test, all possible time lags have been considered in the model and the likelihood test 
is based on the maximal eigenvalue of the stochastic matrix. 5 % significant interval is 
selected and the critical value for hypothesis, r = 0 is 15.41 and r ≤ 1 is 3.76. 
 
 
 
 
 
 
 
Table 4.4 Testing for Co-integration between L-UL & L-GDP and ∆ UB & ∆ GDP 
 Country Hypothesis (No. 
of Cointegrated 
Equation) 
Test statistics 
L-UL & 
L-GDP 
 0H  Likelihood  
ratio 
Eigenvalue 
 Australia None (i.e. r = 0) 17.26531 0.852999 
  At most 1 (i.e. 
r )1≤  
0.009496 
 
0.001055 
 Egypt None (i.e. r = 0) 15.21705 0.812834 
  At most 1 (i.e. 
r )1≤  
0.135223 0.014912 
 Japan None (i.e. r = 0) 17.26531 0.852999 
  At most 1 (i.e. 
r )1≤  
0.009496 0.001055 
 New Zealand None (i.e. r = 0) 20.92219 0.890560 
  At most 1 (i.e. 
r )1≤  
1.010756 0.106230 
 Norway None (i.e. r = 0) 12.36423 0.722841 
  At most 1 (i.e. 
r )1≤  
0.815770 0.086655 
 S.Korea None (i.e. r = 0) 28.89009 0.892734 
  At most 1 (i.e. 
r )1≤  
8.798086 
 
0.623774 
 
 S. Africa None (i.e. r = 0) 21.67586 0.882886 
  At most 1 (i.e. 
r )1≤  
2.374397 
 
0.231890 
 U.K. None (i.e. r = 0) 15.34343 
 
0.814163 
 
  At most 1 (i.e. 
r )1≤  
0.197450 
 
0.021700 
 
 U.S.A. None (i.e. r = 0) 16.00663 0.824226 
  At most 1 (i.e. 
r )1≤  
0.359640 
 
0.039172 
 Argentina None (i.e. r = 0) 18.01138 0.776826 
  At most 1 (i.e. 
r )1≤  
4.513135 0.394354 
 
 Brazil None (i.e. r = 0) 20.60227 15.41 
  At most 1 (i.e. 
r )1≤  
6.705080 
 
3.76 
 
 Burma None (i.e. r = 0) 25.54411 0.941125 
  At most 1 (i.e. 
r )1≤  
0.053033 
 
0.005875 
 China None (i.e. r = 0) 34.20440 0.939912 
  At most 1 (i.e. 
r )1≤  
8.896859 
 
0.627880 
 Egypt None (i.e. r = 0) 15.21705 0.812834 
  At most 1 (i.e. 
r )1≤  
0.135223 0.014912 
 India None (i.e. r = 0) 10.50465 0.579884 
  At most 1 (i.e. 
r )1≤  
2.699616 0.259150 
 Indonesia None (i.e. r = 0) 18.32598 0.810034 
  At most 1 (i.e. 
r )1≤  
3.377787 0.312924 
 Malaysia None (i.e. r = 0) 9.504538 0.650792 
  At most 1 (i.e. 
r )1≤  
0.035738 0.003963 
 Mexico None (i.e. r = 0) 26.30912 
 
0.837256 
 
  At most 1 (i.e. 
r )1≤  
9.968918 0.669668 
 Nigeria None (i.e. r = 0) 24.69993 0.867239 
  At most 1 (i.e. 
r )1≤  
6.527066 
 
0.515787 
 
 Philippine None (i.e. r = 0) 6.203172 0.492683 
  At most 1 (i.e. 
r )1≤  
0.095593 
 
0.010565 
 Thailand None (i.e. r = 0) 11.61817 0.719592 
  At most 1 (i.e. 
r )1≤  
0.174579 
 
0.019211 
∆ UB & 
∆ GDP 
    
 Australia None (i.e. r = 0) 14.15777 0.667038 
  At most 1 (i.e. 4.260238 0.377094 
r )1≤  
 
 Japan None (i.e. r = 0) 14.15777 
 
0.667038 
 
  At most 1 (i.e. 
r )1≤  
4.260238 
 
0.377094 
 
 New Zealand None (i.e. r = 0) 11.71522 
 
0.713665 
 
  At most 1 (i.e. 
r )1≤  
0.459893 
 
0.049816 
 
 Norway None (i.e. r = 0) 20.46881 
 
0.826226 
 
  At most 1 (i.e. 
r )1≤  
4.718809 
 
0.408038 
 
 S.Korea None (i.e. r = 0) 25.96992 0.934619 
  At most 1 (i.e. 
r )1≤  
1.422239 
 
0.146173 
 S. Africa None (i.e. r = 0) 28.70899 0.925809 
  At most 1 (i.e. 
r )1≤  
5.299022 0.444996 
 U.K. None (i.e. r = 0) 22.59512 0.841772 
  At most 1 (i.e. 
r )1≤  
6.001659 0.486677 
 U.S.A. None (i.e. r = 0) 26.06277 0.823347 
  At most 1 (i.e. 
r )1≤  
10.46068 
 
0.687233 
 Argentina None (i.e. r = 0) 28.38956 0.854083 
  At most 1 (i.e. 
r )1≤  
11.06713 
 
0.707614 
 
 Brazil None (i.e. r = 0) 18.28522 0.868063 
  At most 1 (i.e. 
r )1≤  
0.056336 0.006240 
 Burma None (i.e. r = 0) 26.52646 0.898513 
  At most 1 (i.e. 
r )1≤  
5.936076 0.482923 
 China None (i.e. r = 0) 20.95491 0.776775 
  At most 1 (i.e. 
r )1≤  
7.458718 
 
0.563404 
 Egypt None (i.e. r = 0) 18.06152 0.772648 
  At most 1 (i.e. 
r )1≤  
4.730203 
 
0.408787 
 India None (i.e. r = 0) 9.647769 0.568925 
  At most 1 (i.e. 
r )1≤  
2.074517 0.205865 
 Indonesia None (i.e. r = 0) 9.949305 0.598959 
  At most 1 (i.e. 
r )1≤  
1.726091 
 
0.174518 
 
 Malaysia None (i.e. r = 0) 23.13942 0.837458 
  At most 1 (i.e. 
r )1≤  
6.788076 
 
0.529628 
 
 Mexico None (i.e. r = 0) 14.79526 0.784424 
  At most 1 (i.e. 
r )1≤  
0.985299 
 
0.103698 
 
 Nigeria None (i.e. r = 0) 33.79621 0.970914 
  At most 1 (i.e. 
r )1≤  
1.958713 
  
0.195581 
 Philippine None (i.e. r = 0) 16.33572 0.789515 
  At most 1 (i.e. 
r )1≤  
2.310655 0.226430 
 Thailand None (i.e. r = 0) 17.94554 0.735386 
  At most 1 (i.e. 
r )1≤  
5.980192 0.485452 
 
 
The results of Co-integration Test show clearly that there is no stable linear 
combination of the time series L-UL & L-GDP and ∆ UB & ∆ GDP at 5% significant 
level for all sample countries during the 50-year time span. It demonstrates that a stable 
and precise relationship between economic performance and urbanization is not found for 
all countries and for all possible time lags. Therefore, the all the time series can be 
processed by Granger Causality Test without the use of error correction model. 
 
4.3 Granger Causality Tests 
After ensuring either the absence of unit roots or that those having unit root in the 
series are not co-integrated by performing the above two tests, the next step is to perform 
Granger Causality Test. All possible time lags are considered in the Granger Causality 
Test since which information of the past that caused the presence of the present 
information is not known. The results with time lag 5, 10 and 15 years are shown below 
in Figure 4.5, Figure 4.6 and Figure 4.7 respectively. The null hypothesis of the test is that 
the causal variable does not “granger cause” the dependent variable. The test is performed 
at 95% significant level, which implies the test is to reject the hypothesis if the probability 
is less than 0.05. The time series marked with “ * ” indicated that there is causal 
relationship between the two subject variables. 
 
Table 4.5 Result Of Granger-causality test with optimal lag length 1. 
Dependent 
Variable 
Causal Variable Country Probability Statistic for 
causality test** 
L-UL  L-GDP Australia 0.12500 3.03537 
  Japan 0.12500 3.03537 
  New Zealand 0.34977 1.00375 
  Norway 0.77821 0.08569 
  S.Korea 0.00039* 40.1592 
  S. Africa 0.38931 0.84213 
  U.K. 0.01182* 11.4006 
  U.S.A. 0.13443 2.86372 
  Argentina 0.70690 0.15347 
  Brazil 0.95369 0.00362 
  Burma 0.63682 0.24345 
  China 0.09382 3.75552 
  Egypt 0.00666* 14.4843 
  India 0.86228 0.03239 
  Indonesia 0.22531 1.76808 
  Malaysia 0.41080 0.76490 
  Mexico 0.4217 0.77591 
  Nigeria 0.56265 0.36914 
  Philippine 0.33474 1.07291 
  Thailand 0.80902 0.06301 
L-GDP L-UL Australia 0.58119 0.33442 
  Japan 0.58119 0.3344 
  New Zealand 0.32823 1.10435 
  Norway 0.14744 2.65212 
  S.Korea 0.15790 2.49948 
  S. Africa 0.92597 0.00928 
  U.K. 0.28008 1.37021 
  U.S.A. 0.40732 0.77696 
  Argentina 0.22679 1.75555 
  Brazil 0.44082 0.66756 
  Burma 0.03872* 6.44615 
  China 0.54659 0.40121 
  Egypt 0.28225 1.35682 
  India 0.37515 0.89689 
  Indonesia 0.25857 1.51193 
  Malaysia 0.04900* 5.07293 
  Mexico 0.40324 0.79130 
  Nigeria 0.03425* 6.88115 
  Philippine 0.29170 1.30011 
  Thailand 0.00486* 16.4199 
∆ UB  ∆ GDP Australia 0.46382 0.60031 
  Japan 0.46382 0.60031 
  New Zealand 0.66900 0.19901 
  Norway 0.81709 0.05767 
  S.Korea 0.01747* 9.57305 
  S. Africa 0.02936* 7.45070 
  U.K. 0.04049* 5.63274 
  U.S.A. 0.24940 1.57759 
  Argentina 0.71008 0.14996 
  Brazil 0.64972 0.22496 
  Burma 0.62581 0.25998 
  China 0.60113 0.29962 
  Egypt 0.36194 0.95106 
  India 0.57001 0.35507 
  Indonesia 0.83532 0.77078 
  Malaysia 0.11639 3.20794 
  Mexico 0.21380 1.86968 
  Nigeria 0.27830 1.38130 
  Philippine 0.60670 0.29035 
  Thailand 0.24507 1.60986 
∆ GDP ∆ UB Australia 0.55517 0.38385 
  Japan 0.55517 0.38385 
  New Zealand 0.32592 1.11575 
  Norway 0.27428 1.40681 
  S.Korea 0.49498 0.5181 
  S. Africa 0.73971 0.11952 
  U.K. 0.22076 1.80731 
  U.S.A. 0.62953 0.25433 
  Argentina 0.82705 0.05144 
  Brazil 0.74385 0.11558 
  Burma 0.27840 1.38067 
  China 0.24773 1.58995 
  Egypt 0.96465 0.00211 
  India 0.86786 0.02978 
  Indonesia 0.61687 0.27391 
  Malaysia 0.91784 0.01143 
  Mexico 0.47841 0.56062 
  Nigeria 0.56094 0.37247 
  Philippine 0.25313 1.55046 
  Thailand 0.25069 1.56815 
*Significantly rejected at 95% level 
**F-Statistic is applied in the general case 
 
Table 4.6 Results of Granger-causality test with optimal lag length 2 
Dependent 
Variable 
Causal Variable  Country Probability  Statistics for 
causality test 
L-UL  L-GDP Australia 0.01244* 15.9311 
  Japan 0.01244* 15.9311 
  New Zealand 0.54238 0.71567 
  Norway 0.55787 0.67771 
  S.Korea 0.00821* 20.0760 
  S. Africa 0.25151 1.98800 
  U.K. 0.18538 2.64515 
  U.S.A. 0.14264 3.29551 
  Argentina 0.63596 0.50792 
  Brazil 0.21567 2.30664 
  Burma 0.30741 1.60723 
  China 0.12312 3.69991 
  Egypt 0.76253 0.29035 
  India 0.50493 0.81458 
  Indonesia 0.59365 0.8646 
  Malaysia 0.92851 0.07557 
  Mexico 0.12299 3.70291 
  Nigeria 0.35154 1.37320 
  Philippine 0.35648 1.34976 
  Thailand 0.56992 0.64924 
L-GDP L-UL Australia 0.92802 0.07612 
  Japan 0.92802 0.07612 
  New Zealand 0.68672 0.41345 
  Norway 0.40593 1.13910 
  S.Korea 0.03154* 9.26143 
  S. Africa 0.07266 5.41943 
  U.K. 0.98279 0.09082 
  U.S.A. 0.17450 2.78777 
  Argentina 0.16563 2.91429 
  Brazil 0.04154* 7.00379 
  Burma 0.28211 1.76549 
  China 0.08784 4.74809 
  Egypt 0.90829 0.09855 
  India 0.34212 1.41932 
  Indonesia 0.03880* 8.14934 
  Malaysia 0.18570 2.64113 
  Mexico 0.04251* 7.70036 
  Nigeria 0.06377 5.91968 
  Philippine 0.81661 0.21320 
  Thailand 0.15813 3.02940 
∆ UB  ∆ GDP Australia 0.07758 5.18072 
  Japan 0.07758 5.18072 
  New Zealand 0.42199 1.07876 
  Norway 0.91843 0.08692 
  S. Korea 0.01825* 12.8054 
  S. Africa 0.03204* 9.17280 
  U.K. 0.95229 0.04949 
  U.S.A. 0.13165 3.51221 
  Argentina 0.13803 3.38323 
  Brazil 0.15003 3.16347 
  Burma 0.72769 0.34454 
  China 0.16216 2.96662 
  India 0.39965 1.16368 
  Indonesia 0.12099 3.74988 
  Malaysia 0.07049 5.53274 
  Mexico 0.43953 1.01673 
  Nigeria 0.58325 0.61881 
  Philippine 0.94190 0.06076 
  Thailand 0.83820 0.18451 
∆ GDP ∆ UB Australia 0.72535 0.34831 
  Egypt 0.76770 0.28262 
  Japan 0.72535 0.34831 
  New Zealand 0.22986 2.17154 
  Norway 0.2298 2.1718 
  S.Korea 0.03121* 9.32087 
  S. Africa 0.15329 3.10833 
  U.K. 0.11468 3.90598 
  U.S.A. 0.21093 2.35477 
  Argentina 0.45743 0.95710 
  Brazil 0.08347 4.92260 
  Burma 0.09009 4.66324 
  China 0.06159 6.05917 
  Egypt 0.93611 0.06713 
  India 0.80279 0.23218 
  Indonesia 0.87249 0.14116 
  Malaysia 0.38399 1.22754 
  Mexico 0.42719 1.05998 
  Nigeria 0.18563 2.64199 
  Philippine 0.50098 0.82567 
  Thailand 0.72905 0.34234 
*Significantly rejected at 95% level 
**F-Statistic is applied in the general case 
Table 4.7 Result of the Granger-causality test with optimal lag length 3 
Dependent 
Variable 
Causal Variable Country Probability Statistic for 
causality test** 
L-UL  L-GDP Australia 0.04068* 326.029 
  Japan 0.60748 1.00736 
  New Zealand 0.87577 0.22258 
  Norway 0.03820* 14.8112 
  S.Korea 0.43128 2.45511 
  S. Africa 0.44976 2.22077 
  U.K. 0.72438 0.56539 
  U.S.A. 0.04494* 25.2773 
  Argentina 0.54182 1.38682 
  Brazil 0.45916 2.11228 
  Burma 0.75284 0.48662 
  China 0.47335 2.08543 
  Egypt 0.43460 2.41081 
  India 0.45207 2.13196 
  Indonesia 0.67356 0.73031 
  Malaysia 0.74642 0.50365 
  Mexico 0.71127 0.4715 
  Nigeria 0.47507 1.94292 
  Philippine 0.48603 1.83577 
  Thailand 0.91409 0.15702 
L-GDP L-UL Australia 0.60748 1.00736 
  Japan 0.94289 0.11022 
  New Zealand 0.39469 3.01973 
  Norway 0.65272 0.80890 
  S.Korea 0.01169* 3956.69 
  S. Africa 0.27622 6.63603 
  U.K. 0.39469 3.01973 
  U.S.A. 0.61623 0.96563 
  Argentina 0.66252 0.77106 
  Brazil 0.28352 6.27588 
  Burma 0.54927 1.33690 
  China 0.18468 15.3977 
  Egypt 0.37710 3.35131 
  India 0.34775 4.02066 
  Indonesia 0.04456* 181.070 
  Malaysia 0.39909 2.94356 
  Mexico 0.20571 12.3245 
  Nigeria 0.13226 30.4485 
  Philippine 0.15937 20.8294 
  Thailand 0.24173 8.80154 
∆ UB  ∆ GDP Australia 0.06291 136.082 
  Japan 0.06291 136.082 
  New Zealand 0.94270 0.11052 
  Norway 0.73052 0.54768 
  S. Korea 0.15713 21.4429 
  S. Africa 0.37710 3.35131 
  U.K. 0.94289 0.11022 
  U.S.A. 0.28909 6.01928 
  Argentina 0.60728 1.00833 
  Brazil 0.49422 1.76025 
  Burma 0.98818 0.03305 
  China 0.37572 3.37932 
  Egypt 0.36559 3.59480 
  India 0.45276 2.18538 
  Indonesia 0.44385 2.2483 
  Malaysia 0.39469 3.01973 
  Mexico 0.51175 1.61071 
  Nigeria 0.86756 0.23736 
  Philippine 0.99604 0.01531 
  Thailand 0.59466 1.07185 
∆ GDP ∆ UB Australia 0.64792 0.82806 
  Japan 0.64792 0.82806 
  New Zealand 0.55457 1.30263 
  Norway 0.61175 1.71071 
  S.Korea 0.02200* 35.8609 
  S. Africa 0.23228 9.56956 
  U.K. 0.44589 2.26752 
  U.S.A. 0.79928 0.37443 
  Argentina 0.72702 0.55772 
  Brazil 0.04289* 293.369 
  Burma 0.26859 7.04422 
  China 0.30856 5.22869 
  Egypt 0.29690 5.68348 
  India 0.00516* 74.0632 
  Indonesia 0.71037 0.60751 
  Malaysia 0.70816 0.61437 
  Mexico 0.45043 2.21275 
  Nigeria 0.45307 2.18177 
  Philippine 0.85481 0.26094 
  Thailand 0.27447 6.72643 
*Significantly rejected at 95% level  
**F-Statistic is applied in the general case 
 
It is noted that some countries have econometrically dynamic relationship between 
urbanization level and economic development. The results of the above tables can be 
further summarized in Table 4.8 below.  
 
Table 4.8 Summary of Granger Causality Test  
Observation Country 
GDP (per capita) granger-cause Urbanization 
Level 
Australia, Japan, South Korea, Norway, USA 
Change in GDP (per capita) granger-causes 
Change in Urbanization level 
South Korea, South Africa, the UK 
Urbanization Level granger-cause GDP (per 
capita) 
Brazil, Burma, Indonesia, Malaysia, Mexico, 
Nigeria, Thailand 
Change in Urbanization Level granger-cause 
Change in GDP (per capita) 
South Korea, Brazil, India 
 
From the above analysis, a very surprising result stands out. Granger Causal 
connections between urbanization level and gross domestic product per capita are found 
in some of the countries. In particular, it is discovered that development of economy has 
granger-caused the level of urbanization in most of the developed nations (Australia, 
Japan, South Korea, South Africa, Norway, the U.K. and the U.S.A.) while the level of 
urbanization of the poor countries has contributed or is precedence to their economic 
performance. 
The scenario of South Korea is particularly noteworthy. It shows that the country has 
a bi-directional (Gary Koop 2005) relationship between the two subject variables, i.e. its 
economic performance was both the cause and consequence of its urbanization level. In 
short, it can be explained that this East Asia country has undergone the transformation 
from a least-developed country that has a low level of employment rate, inadequate 
infrastructure development, severely weak economic environment, to one which is highly 
industrialized and possessing healthy social and economic structure. It is this critical 
transformation of the country’s economic status that allows the emergence of such a 
bi-directional linkage between its economy and level of urbanity.  
 
4.4 Summary of the Results 
This chapter investigated the possible dynamic relationship between urbanization 
level and economic development for 20 selected countries. These countries cover both 
developed nations and developing nations across six continents. Analysis of their 
portfolios of their economic development and level of urbanization over a 50-year period, 
from 1950 to 2000 are conducted. By the adoptions of ADF test and Johansen test, 
stationarity characteristic and co-integration linkage of the time series variables are 
examined. It is discovered that most of the time series does not possess the property of 
stationarity and that there is no long term stable linear relationship found in all the time 
series under investigation. 
 
Classical Granger Causality test was used as a tool to estimate the dynamic linkage 
between the sample countries’ GDP per capita and its level of urbanization. Surprising 
results are observed: the economic performances of the advanced nations are the causes 
that influence their national urban population proportion. On the other hand, urbanization 
rate “granger-cause” the economic performance in those less-developed nations. 
Furthermore, a bi-directional causal link is observed in South Korea’s case. 
Aside from South Korea, in the latter part of this dissertation, focuses will be made 
on two other countries for specific studies. The study of the United Kingdom is chosen to 
generalize the results of the advanced nations while Indonesia is selected to represent the 
developing countries. They are used to generalize the theories (which is presented in 
chapter V) to explain the causal relationship between urbanization level and economic 
performance for the developed nations and underdeveloped nations respectively.  
 
 
 
 
 
 
 
 
 
 
 
 
Chapter V 
Interpretation of the Results I 
 
The last chapter reveals the causal relationship between urbanization process and 
economic development through examining 20 countries across. Dynamic causal 
relationship between urbanization and economic growth are spotted in some nations in 
two ways. As in some advanced nations, urbanization process tends to lag behind 
economic development while the reverse process occurs is found in some Third World 
nations. In one particular country, South Korea, the result indicates that a bidirectional 
causal link exists. 
This chapter aims to provide a theoretical framework of how a city grows. Emphasis 
is laid on the economic development process together with how demographical 
distribution change across the economic timeline of a nation. As suggested by Deutsch 
(1961), economic development of a nation and its urbanization process could not be 
analyzed separately and must be examined in stage. This chapter attempts to divide the 
whole development process of a city into five stages, each of which are interconnected by 
economic, political and social relationship with the others. The analysis of the five stages 
is typified from and is based on the historical observation in the cities development of six 
countries: the United Kingdom, the United States, Indonesia, South Korea, Japan, and the 
Philippines. Such systematical approach of study allows observing the city development 
process as a whole, avoiding ignorance of any crucial social and economic parameters. In 
order to interpret the dissertation’s findings, some previous research results are considered 
useful and are complementary to this causality study and they are presented throughout 
this chapter. 
  
 
5.1 Stage 1: The early stage of development—Decline of rural space as a 
consequence of unequal resources distribution 
Throughout the history, almost all cities started with an agriculture-based economy. 
This kind of economy depends largely on how its farming activities perform. There are 
many factors that could affect the overall productivity of the agricultural sector--- climate, 
availability and distribution of land, level of agricultural technology, availability of credit, 
fertilizers and technical assistance and lastly, the institutional arrangement of cultivation. 
The first two could be regarded as immutable and uncontrollable by human beings while 
there are at least some scopes to revert the current state for the latter three factors (Oberai 
1993). It is therefore logical to interpreted that agricultural sector would not be advanced 
unless there is sudden significant improvement in agricultural technology and/or change 
in its institution arrangement such as agricultural land tenure system by the government.  
Natural resources within the rural area are more or less stable over time if new 
resource is not discovered. The term “natural resources” refers to a set of wealth including 
mainly living space, farmable land, vegetation and domestic animals. Given the more or 
less constant agricultural production in a given society, the overall wealth of the village 
could therefore be inversely related to the total number of population. The total amount of 
the resources is shared, in varying proportion, by all the rural dwellers. In most traditional 
societies in the less-developed countries, ownerships of resources tend to be decided by 
political power. For example male would dominate over female, the older generation 
would have more says on village affairs etc. No matter how the form of resource 
distribution is in the rural area, the total affluence is apt to be steady if there is no external 
influence acting on it. Rural dwellers are inclined to stay in their own places as long as 
they satisfy their current living conditions and no other attraction in the cities is 
confronting to them.  
Historically, both in the early stage of Industrial Revolution occurred in the Western 
Europe and the contemporary less-developed nations, the initial urbanizations were 
triggered by an inflow of technology into the rural spaces. New technologies and 
innovative skills in cultivation, such as farming machinery, more productive fertilizers 
and even agriculture land management technique, are integral parts for the improvement 
in agricultural output. According to the concept proposed by O’Sullivan (2006), which is 
previously mentioned in chapter II, growth in agricultural production is one of the 
necessary factors to initiate urbanization process. It is the growth of agricultural product 
that produces the surplus to support the development of urban land. The accumulated 
wealth in the rural space is part of the contributory elements for building the urban area.  
Another momentum which boosts the rural urban growth is the improvement in 
health measures, it is particular obvious in the present-day less developed nations during 
their preliminary process of national development. Most of these countries have been 
colonized by the western nations. Mortality rate dropped at unprecedented rates due 
fundamentally to modern public health measures introduced from the West and imported 
medicines such as antibiotics. Furthermore, better sanitation, healthier water supplies, 
better housing and better opportunities for medical care are all responsible for the 
increase in rural life expectancy. On the other hand, birth rate remained high because of 
the lack of education in family control. Over a period of time, population gradually 
increases. Such rapid increase in natural growth rate constitutes a great demographic 
impact in the rural space. Problems about resources management and distribution 
gradually emerge (R. Jones, 1975). 
When rural population rises, intuitively implying that the total pool of agricultural 
labor force should have enlarged and faming activities should be more productive due to 
the manual nature of agriculture, however in reality, the tradition land ownership system 
imposed a constraint in the labor utilization in farming activities. Due to the highly 
unequal land ownership distribution among the rural dwellers, which is often the direct 
consequence of the previously-laid-down rural policies and system, distribution of 
agricultural resources tends be more unequal. Furthermore, employment is directly related 
to the size of rural population. Excess supply of rural labor, by market mechanism, 
automatically lowers the wage of the labor. Unemployment and underemployment in the 
rural areas gradually emerge due to the inability of absorbing the surplus labor force in 
the traditional agricultural sector. 
In a macro view, the surplus of natural resources and accumulated labor force in the 
countryside gradually established a great potential for the later rural-urban migration 
process. 
 
5.2  Stage 2: Rural-urban migration 
The accumulated demographic pressure created in the rural side due to overpopulation as 
mentioned, combined with the “attractions” in the urban area trigger the process of 
rural-urban migration in most present-day developing countries.  
 
At this point, the renowned push-pull framework could provide an excellent 
understanding in modeling the migration process (Friedmann 1973, Portes and Bach 1985, 
Hirsch 1973, Peter Oberai 1987). Sjaastad (1962) described the process as a kind of 
investment in which current costs of migration and future benefits that will be obtained in 
the place of destination are put into consideration. He once used the concept of 
discounted present value to model the migration behavior of the rural dwellers. The 
benefits stemming from migration could be regarded as the difference in income between 
the two places. These differences are measured by discounting to obtain the present value 
and then summing over the total number of future time periods for which returns are 
expected.  Todaro (1969) modified his theory by adding a term of probability for every 
event in his model. The rural villager would take the decision to migrate once the 
expected present value is greater than zero. In microeconomic sense, individual will move 
if the potential benefit expected because of moving is larger than the opportunity cost 
scarified.  
The decision to move or to stay are attributed to four factors (Brown and Moore’s 
formulation 1970): (i) social and economic bonds at the place of origin, (ii)residential 
satisfaction and job satisfaction at the place of origin, (iii) awareness of opportunities 
elsewhere and (iv)the expected costs and benefits from moving. As concluded in Stage I, 
rural population expansion due to decline in mortality rate, mechanization of farm-work, 
collectivization of farms and the fact that supply of farmland is perfectly inelastic would 
lead to insufficiency in job allocation and unemployment. Furthermore, living condition 
might be overcrowded and supply for rural public utilities could not meet what are 
demanded. This creates a strong tension to migrate to the rural population who are in 
search of better employment opportunities, better public amenities and better public 
housing. Rural environments are coming increasingly to be compared unfavorably with 
the urban lands. At the very least, cities could provide the dwellers with all basic 
necessities for living, such as electricity, clean water, drainage system, gas etc.  
Education is thought as one of the primary reasons for migration. As the country is 
developing gradually from agriculture-based to industrial-oriented, some urban value 
would diffuse to the countryside from the urban area through governments’ policies and 
other social institution. Economic development is gradually transforming to 
knowledge-based. Social aspirations for children to get seated in schools are increasingly 
crucial to secure future employment. Owning to the fact that schools and colleges are 
generally uncommon or even non-existent outside urban settlements in those 
less-developed nations, migration to cities become the unique choice to the parents.  
Scientific researches on this push-pull model are plentiful and most of them 
concluded that the push factor is more influential in the migration decision-making 
process, rather than the pull factor. Among all considerations in deciding whether to stay 
or to move, the majority of economists in urbanization study generally agree that the 
fundamental determinant of this individual or family resettlement process is the economic 
one (Gosal 196115, Deutsch 1961, Brown and Moore 1970, Friedmann 1973, Portes and 
Bach 1985, Hirsch 1973, Peter Oberai 1987). Despite the fact that migrants may lose their 
jobs they have in their home village, life in city at least provides them with the possibility 
of getting a decent job that is well-paid compared with rural standards. Such employment 
opportunity outweighs all other social cost to be scarified such as kidship and 
friendship(Peter Self: 1976). In theory, the migrants travel the minimum distance 
necessary to find work, that distance being governed by the distribution of and attraction 
provided by economic opportunities in towns and cities. Once a migrant secured 
permanent employment, his propensity to move drops drastically. 
At this stage, government plays a crucial role in the whole process. The unemployed 
in the rural area is “under-utilized labor resources” and therefore must be “redistribute” to 
a place where they can be efficiently employed. Through providing vocational training by 
the state to the unskilled rural farmer, they are then able to work in a higher productivity 
field. Moreover, improved national transportation network, provision of public housing 
facilities and other kinds of urban social welfare could facilitate the redistribution of such 
human resources. Less people working in low-productivity sector and more in 
higher-value-added industry could promise an improved economic growth of the nation. 
 
5.3  Stage 3 Promotion of industrialization, a force to attract rural dwellers to cities 
for employment 
The substantial and continuous demographic structural change occurred in the 
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 Gosal (1961) in his study about urbanization process in India revealed that some 73% of the population 
of Bombay was migrants and that migration took place predominantly for economic reason. 
country due to the overpopulation in rural space could provide an excellent climate for 
urban industrialization where labor force is often the prerequisite in production, especially 
for those light industries such as textile industry and toy manufacturing. On the other 
hand, the growth of a nation’s industrial sector, either triggered naturally because of the 
increased supply of low-wage labor or spurred by government’s policies, could lead to a 
concurrent occurrence of urbanization from the poor rural area to the urban land as 
expansion of firms require more inputs of labor resources, thus generating more 
employment opportunities. In other words, it can be considered that the rural-urban 
migration is a necessary and sufficient factor of industrialization, a process which will 
ultimately and gradually boost the country’s overall economy.  
Fundamentally, what causes the firm to locate in the urban land? Broadly speaking, 
firms will have very different preferences in selecting their factories’ locations, depending 
upon what their factors of production are. At the preliminary stage of industrialization, 
those less-developed countries usually focus on developing light industries where heavy 
reliance on machinery and capital are generally not required. For those light industries, 
labor costs contribute a high proportion of their production costs, the firms could thus 
take the advantage of cheap labor supply in the urban area which centralize the scattered 
labor force from different rural areas. In addition, cities usually are the places where the 
supreme standard of public facilities is available. Therefore, the cities could be seen as the 
recipients of industrial investment.  
Another reason for the firm to concentrate in the urban area is that the substantial 
inflow of cheap labor from the countryside provides a good platform for the entrepreneurs 
to take extensive advantage of economies of scale (Losch 1940). By definition, 
economies of scale means the cost of producing an additional unit of output (i.e., the 
marginal cost) of a product (i.e., a good or service) decreases as the volume of output (i.e., 
the scale of production) increases. On a macroeconomic level, economies of scale would 
mean the overall increase in national productivity, per capita productivity could be 
enhanced. The term “Economies of scale” can indeed be further divided into internal 
economy of scale and external economy of scale.  
 
5.3.1 Economies of scale16 
Internal economies of scale occur when the output of the individual firm increases 
with decreasing average costs due to more efficient use of input production factors with 
costs fixed. In order to fully utilize the fixed-cost input units such as production plants 
and machines. The individual firm tends to hire more workers to reach maximum 
productivity level through exercising division of labor (or specialization). Therefore, in 
those less-developed countries, the abundant supply of rural labor is the key to realize this 
economic efficiency in production, particularly in those labor-oriented manufacturing 
sectors. 
On the other hand, external economies are beyond the scope of individual firm, 
occurring as the output of the industry increases. It can be further sub-divided into 
economies of localization (level of an industry within a city) and economies of 
urbanization (level of a whole city). External economies of scale form the basis for 
today’s large urban agglomerations, both in developed and developing nations. Therefore 
they are often referred to as agglomeration economies. 
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 Empirically, many studies have confirmed the existence of external economies in production activities in a city. 
Papageorgiou (1979) in his research study has demonstrated that clustering of firms can achieve greater aggregate profit, 
reduction in price per unit of output and enjoy increased demand compared with the more dispersed firms. Moreover, external 
economies of scale tended both to introduce more innovations and to grow faster than more dispersed firms (Beaudry et al., 
2002). Relative to the rest of the economy, clusters could give higher productivity, higher profitability, they may create more 
new employment opportunities and new firms. On the cost side, land rents may increase in and around clusters. Labour costs 
can inflate, this may make the city become more urbanized due to increasing rate of rural-urban migration (Papageorgiou, 
1979). 
 
5.3.1.1 Localization economies 
Regarding localization economies, a firm which locates in a place close to other firms 
in the same industry may benefit from several areas: 
(1) Reduction in searching cost and information cost for labor because the location is 
usually a pool of skillful and low cost labor. 
(2) Reduction in transportation cost in transporting goods to and from its suppliers and 
consumers as physical distances between firms in the same line of production are 
shortened. 
(3) Reduction in searching cost, communication and information cost of suppliers, 
cooperators, consumers and even competitors. 
(4) Reduction in information cost, communication cost for services such as finances, 
maintenance and other consulting activities. 
(5) Advantages created due to knowledge spillovers among different firms in the location, 
the firms are able to learn the latest marketing strategy and production technology 
from competing firms, thus accelerating the pace of technology advancement and 
entrepreneurial innovation 
(6) Advantages in gaining goodwill or brand name stemming from the clustering of firms 
 
Business decisions to invest are also determined by the availability of specialized 
business services such as insurances, banks, accounting services, consulting services, 
financial management, laboratories, and equipment rental etc. Most of these services and 
facilities, so essential for industry and business, require a minimum population size for 
their profitable and efficient operation. Only when the cloud of cluster is sufficiently big 
can these highly-capitalized services be carried out economically. The clustering effect 
could thus give rise to reduction in average long-term cost of production. Average 
marginal cost of production would decline. Therefore, more firms will flock to the 
efficient locality. Knowledge, experience and values are stored, reinforced, or even 
enhanced.  
 
5.3.1.2 Urbanization economies 
As to the urbanization economies, it arises from the close proximity of a great 
number of different economic activities. The whole economy can share the limited public 
infrastructure such as transportation network and other kinds of urban utilities, this is 
particular crucial to those less-developed nations where public facilities are severely 
inadequate at their preliminary stage of economic development. Urbanization economies 
could also allow all firms within the same city to enjoy diverse labor market and a wide 
range of professional and commercial service facilities. The process eventually fosters the 
growth of urban size. As the city, which serves as a centre of population concentration, 
grows further, the economic, social and political linkage with its corresponding 
peripheries within a territory will be strengthened, ultimately enhances the production 
efficiency of the nation as a whole. 
Urbanization economies are particularly prevalent in developing countries. The 
countries are undergoing preliminary development at this stage, could save huge cost 
through industrial agglomeration. Given the low per capita income level of these 
countries, transportation infrastructure, communication network, universities, harbor, port 
facilities and other social overhead capital, which are all extremely expensive national 
investment, could not be easily duplicated outside the large cities and must therefore 
concentrated in the city areas. Even in the extremes cases in the least developed countries, 
provisions of clean water, electricity, drainage, gas could not be accessible and exploited 
beyond the city boundaries. This concentration of modernized types of industry and 
commerce achieves economies of scale and maximizes the use of the limited public 
resources in these countries. As economy grows other cities will follow and “take off” 
economically (Self 1976). 
 
5.3.2  Government policies during the period of Industrialization  
At this stage, in view of securing the country’s comparative advantage in industrial 
production and reinforce its export competitiveness, government in less-developed 
nations may impose legislations or laying down some nation-wide policies that can 
facilitate its national industrialization process. For example, industrial zone may be 
designated for efficient management, tax concession and subsidized interest rates may be 
introduced. These all could reduce the average cost of production and attract more 
domestic and foreign investment in the industrial sector. Furthermore, promotion of 
manufacturing sector may further “industrialized” the rural agricultural activities by 
biasing the agricultural sector toward employing advanced machinery rather than manual 
power; the sector may further be commercialized through collectivization of farmland as 
in the cases Japan and South Korea during their early ages of industrialization(        ).  
Imposing minimum-wage in cities could also tarnish the rural agricultural activities, 
this policy have a differentiated spatial impact which can be reinforced if coupled with a 
system of transfer payments to support the unemployed labor migrating to the urban areas, 
stimulating the growth of the urban areas. If the demand for labor is elastic, layoffs in the 
smaller cities give workers an incentive to migrate to the large cities where the minimum 
wage rate is not yet effectively influencing industry (Gilbert and Gugler 1982). 
Similarly, biased housing policies favoring city development could produce “slanting 
effect”. It is well recognized by scholars that one of the major attractions of migration to 
the city is the possibility of gaining access to superior housing services 
Goffette-Nagot(2006). It is also widely believed that providing some minimum of 
housing services is essential to achieve the maximum labor contribution from a given 
work force. Such benefits would tend to reduce absenteeism, provide direct incentives to 
work, improve health conditions and in general tend to make for more responsible 
attitudes towards work (Friedmann, 1973). Hence, overall national productivity could be 
enhanced. 
Trade policies, including exchange rate distortions, may also influence the national 
population structure. Squire (1981) described that large developing countries, such as 
Brazil, Indonesia and Mexico, with significant primary resources have typically followed 
the import substitution strategy, using overvalued exchange rates and taxes on primary 
exports to subsidize imported capital goods, with quotas or protective tariffs on imported 
goods that are also manufactured domestically. The consequence of such policies is to 
turn the terms of trade against agriculture; reduce rural output; and increase rural-urban 
wage differentials, urban migration, and ultimately the pace of urbanization    
To summarize this stage, it can be considered that cities are the most prime locations 
in terms of generation of opportunities. Here, opportunities refer to employment 
opportunities, business opportunities as well as opportunities to exercise effective 
economic development policies by the government. Therefore, cities are the focal point in 
the process of mobilizing manpower for industrial and other economic development 
particularly with the flexibility resulting from the concentrations of grater varieties of 
skills and occupations. Rural-urban migration thus establishes a positive link with 
economic growth (Richards1972) 
 
5.4  Stage 4 From concentration to diffusion 
During the initial period of this stage, the whole economies of the nations 
continuously draw benefits stemming from scale economies, while the urbanization 
process remains to be both the cause and consequence of the country’s affluence. The 
economy mainly focuses on the building of manufacturing plants and low-unit-cost goods. 
On the other hand, increased proximity of economic actors and markets, as a direct result 
of economies of scale, tends to lower information and transaction costs and further 
promote innovations and inventions. Clusters of market information, technology, capital 
intensity and entrepreneurship could be viewed as the main sources for the generation of 
innovativeness and it is this innovativeness that promotes further economic growth 
potential. As Richard L. Meier asserts, “An intensification of communications, knowledge, 
and controls seems to be highly correlated with the growth of cites. The link between 
economic development and technology advancement have been observed by Feldman and 
Florida (1994) that innovations have tended to emerge in geographic clusters in areas 
where firms and universities oriented toward research and development (R&D) have 
already become established, and such concentrations of specialized resources reinforce a 
region’s capacity to innovate and to grow. Consequently, the connection between growth 
and geography becomes even stronger when regional specialization in innovative 
activities is viewed as the outcome of a combination of specific capabilities and capacities 
developed in those regions, thus suggesting that the process at work is similar to the one 
we shall encounter in the formation of agglomeration.  
 
5.4.1  The growth of entrepreneurship and innovation 
During this stage, the city could draw great benefit arising from entrepreneurship 
growth, combined with the effects of improvement in technology and the continuously 
existing scale economies, production efficiency of the local industrial firms would be 
enhanced. At the same time, this increases the labor productivity at the margin and higher 
wages and salaries ultimately follow. Participation rates of urban labor force, which are 
higher than those in rural land further push the per capita income (Hirsch, 1973). Higher 
incomes would mean higher consumption powers, therefore demands for goods and 
services increase, especially demand for those with high income elasticities. Consequently, 
demand for tertiary goods is generated and the employment structure of the whole city 
gradually transformed from industrial-based to service-oriented. The increased capital 
accumulated acts as a source to further promote innovation of entrepreneurship, 
refinement of organizational management and technological research, which are all 
contributory to the overall advancement of the national economic performance. Reliance 
purely on rural labor force reduces; rather the society is increasingly dependent on 
knowledge-oriented elements. Tertiary sector appear to have become more influential in 
determining the economic growth patterns.  
Improvements in entrepreneurial innovation, technology (particularly transportation 
system), and communication means that aspects of the urban society can be diffused with 
decreasing difficulty to the rural spaces--new technologies created in the city can 
penetrate the rural through improved mass information media; orientation of investment 
capital from urban area to the remotest corner of the country can be realized by means of 
commercialization of the rural agricultural sector; upgraded transportation can act as a 
tool to unionize farm labor and city labor; government resources such as education and 
health care can be allocated to the countryside owing to improved national economic 
performance; large-scale organizations such as banks can allocate part of their businesses  
to the rural area because of better transport and information technology developed. The 
geographical and demographical unity of the nation is thus gradually strengthened 
throughout this urban diffusion process and the duration for the complete diffusion 
process over a given spatial system decreases with a rise in the level of economic 
development of that system. As Allan Pred (1995) has pointed out: 
The multiplication of interaction among the growing number of individuals engaged in 
manufacturing and tertiary sectors enhances the possibility of technological 
improvements and inventions, enlarges the likelihood of the adoption of more efficient 
managerial and financial institutions, increases the speed with which locally originating 
ideas are disseminated, and eases the diffusion of skills and knowledge brought in by 
migrants to and from other areas.  
 
5.4.2 Diseconomies of scale 
As the urban metropolitan region grows larger and larger at an increasing rate, 
sooner or later, urban diseconomies of scale (or referred to as inner-city decline) occurs. 
Steady increases in size of industrial plant is inevitably unavoidable for further growth of 
businesses because floor space is one of the most important production input components 
in this sector, and such would have been essential even to maintain existing employment. 
Excessive population induces greater competition for spaces, ultimately drives up the land 
rent. Residents and entrepreneurs may thus actively seek for alternative locations with 
lower rents or land values since space for expansion in inner cities was under any 
circumstance very limited. Invariably, manufacturing sector in cities declines gradually 
(Dennis 1978). Furthermore, the overpopulation causes a number of urban problems and 
lower the overall economic efficiency--- various kinds of pollutions and traffic congestion 
in the core region are almost inevitable in any large city.  
At firm level, average cost of production rise due to suffering of increased land rent 
and transportation and communication cost. For those industries which do not require 
close proximity to their clients or are not dependent on central locations for access to 
goods transportation, they may move to the peripheries which are away from the 
congestion, deterioration and other kinds of undesirable conditions in the core region in 
order to maintain or retrieve efficiency in production and reduce rental costs. At national 
level, it becomes increasingly necessary for the government to take prompt actions to 
“fix” the severe inner-city decline. Transportation and communication network must have 
been improved at least at the rate of urban decline so as to optimize the country’s 
economic development. In the cases of Japan and South Korea (Mera 1980, Pae 1985), 
establishing new core regions is one of the development strategies to decentralize 
industrial activities to the edges of the core region. Industrial districts or industrial parks 
are designated usually combined with tax concession, to encourage industrial 
establishments to decentralize their business activities to the non-core areas. By adopting 
this kind of zoning strategy, government could save huge amount of cost for managing 
the industrial activities, at the same time urban conditions could be improved as pollution 
problems and traffic congestions ameliorated. Within the designated industrial zones, 
formerly mutual proximity, sharing of facilities and services and consequently, the 
availability of economies of scale can be retrieved. 
Aside from reallocating industrial plants to the peripheries, improving in the national 
transportation network, communication system and infrastructure development has 
produced great impact on the demographic spatial pattern of the nation. Combined with 
the effect of increased wages, and the desires of requiring more living spaces, 
transportation and communication improvements reduce the formerly relative advantages 
of strategic locations for homes because travel to and from the core region and the 
non-core regions are less now more difficult. It is further asserted that the growth of 
automobile innovation, together with the general increase of the wealth of the city dweller 
contributed to the expansion of vehicular uses (McKee, 1970). 
 
5.4.3 Change in economy structure 
The changes in socio-economic pattern, employment structure and demographic 
distribution are one of the distinguishing feature of this stage and it is generally agreed to 
occur in middle-income countries (e.g. Malaysia, Chile, Egypt and South Korea), where 
they are undergoing the process of transformation of their national economy, from 
industrial-based to service-based. On one hand, urban diseconomies at the core regions 
lead to a shift of population and human activities from the urban centre to the periphery, 
on the other, decline in manufacturing sector indicates the transition period from 
industrial age to post-industrial age, in which economic dependence upon tertiary sector 
and other knowledge-oriented industries such as information technology gradually 
emerge. Such structural change in national employment would mean that the economic 
growth of the nation tend to hinge on innovation development, entrepreneurial 
management and become more capital-intensive, rather the formerly labor force-oriented 
manufacturing industries. 
 
5.5  Stage 5 Integration of the core region with the periphery 
At this stage, the core and periphery region become increasingly socio-economically 
dependent upon each other. The two patterns of urban dispersion- deconcentration and 
decentralization continue to take place and gradually mark the formation of large 
metropolis. The economies of the formerly rural space are spurred by new investment and 
reallocation of government resources to the regions. Consequently, income disparity 
between the core and the non-core region diminishes. Rates of urbanization due to 
rural-urban migration slowed down and will eventually be stabilized as rural-urban 
income differential decreases. There will be decline of the urban birth rate because the 
close proximity of people permitted the dissemination of new values and motivations in 
favor of a small family and high mass consumption (Jaffe et al. 1951). Urban size 
therefore stabilizes or even declines. 
In addition, integration of the core region and its periphery would mean the growth 
in the overall size of conurbation. As the society become more sophisticated and wealthier, 
demand for services increases, since they are more income-elastic than other 
manufacturing goods (Hirsch, 1973). More people are then engaged in the tertiary sector.  
As theorized by Rostow (1962), the city at this stage can be regarded as an economic 
system which has gathered sufficient capital, manpower, resources and other ingredients 
of productivity and could be able to generate economic resources that are essential for the 
sustainable economic development of the area, during this process technology and other 
innovative resources play critical roles as the generator of such changes.  
To view the whole economy of the nation as a whole, there is a greater mutual 
dependence between the core region and non-core region. Sooner or later, they will 
integrate into one metropolitan system, in which greater degree of economic and social 
specialization will be taken place. This spatial integration could be observed in most of 
the metropolitan in the world, such as Greater Tokyo Area and Osaka-Kobe-Kyoto in 
Japan, Seoul National Capital Area, New York Metropolis in the United States, Greater 
London in the U. K. and Jakarta Metropolitan Area in Indonesia. The formations of such 
kinds of metropolitan by agglomeration of core region with peripheral zones can lead to 
ultimate improved efficiency17 on national level. They can utilize their respective internal 
comparative advantage in the entire economic development.  
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 It is evidenced in the researches conducted by Rosenthal and Strange (2004) that doubling the city size 
could lead to 3% to 8% increase in productivity while doubling the city population could have 3.4 
efficiency improvements (Nakamura 1985). 
CHAPTER VI 
Interpretation of the Results II 
 
In this chapter, the differences in causal relationship between urbanization process 
and economic development found in developed nations and developing nations, based 
upon the framework of city formation and its growth developed in the last chapter, are 
analyzed. The possible underpinning reasons of the results would be interpreted in the 
context of urban economics.  
 
6.1 Explanations on the causal link between urbanization process and economic 
development in Developing Nations 
According to the framework developed in the last chapter, we can now realize a 
typical city grows from agriculture-based economy to industrial-based economy through 
the process of urban-migration, in which excess manpower can be drawn from the 
overpopulated rural area to the cities. This type of urbanization is termed Urbanization I, 
as defined in previous chapter. The rate of decline of the rural side is considered to be 
faster than the growth of affluence in the cities. To answer why urbanization leads 
economic development in developing countries, it would be best to first examine why 
there is a decline in the rural agricultural sector, a essential process that initiates rural 
urban migration and why industrial development which re-arranges the employment 
structure emerges. 
  
6.1.1 The decline of the rural sector and the rise of industrial development 
As discussed in the previous chapters, the decline of the rural agricultural sector 
could be attributable to various reasons. First, the breakthrough in the health care 
measures due to imported medicine from the West allows people to live longer. On the 
other hand, inadequate family planning education in the rural space leads to high birth 
rate. Therefore rural population increases sharply over a period of time. Landlessness may 
occur due to the combined effect of the traditional unbalanced distribution of rural land 
among the villagers and to market competition of the farmland. 
Added to this is that land is regarded as a prime instrument of production and thus 
spread out people who are engaged in it; on the contrary, those urban industries such as 
commerce, manufacturing and other services sectors regard land as a site only. 
Non-agricultural industries can use land purely as work premise allow them to minimize 
any inefficiency arising from friction of space when exercising specialization 
Furthermore, the demand for services and manufacturing products is more elastic 
than agricultural products (Papageorgiou, 1990). When productivity increases, tertiary 
sector can absorb more labor force through increasing the wage level. With improved skill 
and technology in cultivation, capital costs in agriculture increase and labor force 
becomes less required or even become a kind of economic burden in the production 
process. In relative terms, rural dwellers would be attracted by the non-agricultural sector 
in the urban area because of better salaries. Lampard (1955) has pointed out this 
urban-economic phenomenon as: 
 
The shift of manufacturing has no doubt been painful for those caught in times of rapid 
techno-organizational change, but the great increases in wealth accruing to communities 
from their enhanced productive capacity has provided both a cushion and a rationale for 
the change. It is precisely this prospect of greater productivity which draws people of 
underdeveloped areas towards the industrial areas.  
 
Apart from economic reason for employment opportunity, migration may also be due to 
the increasing social needs for better education, demand for modern medical facility and 
other public utilities. These are uncommon or non-existent outside urban settlements. 
Government also plays a crucial part in creating the change in economic climate. In 
the third world nations, governments have often supported industries through tax 
concessions, subsidized interest rates, tariffs, and other protective measures even as the 
rural sector is neglected or burdened by these very policies. Resources are redirected for 
urban development. In major urban areas, direct subsidies for food, plus the subsidized 
provision of infrastructure, health, and education services, artificially lowers living costs 
in the cities. By increasing real rural urban wage differentials beyond what results from 
differences in sectoral labor productivity, these subsidies increase migration to cities 
(Squire 1981)                                         
 
6.1.2 Urban infrastructure development  
Prior to achieving any significant economic growth, a region must have developed 
some basic infrastructure during the preliminary stage of the city formation. The 
construction process requires considerable amount of construction workers and usually 
this labor force is drawn from the rural space. Usually, developments of these 
infrastructures have already taken into account for the future usage need and therefore 
extra capacity is allowed. Economic benefit stemming from this potential usage capacity 
can be realized only when the scale of economy has reached to certain level. Therefore, 
urbanization rate leads the economic growth of the city. 
 
6.1.3 Time lag between the processes of production and realization of optimal scale 
economies 
At firm level, one of the preconditions to achieve internal economies at the 
preliminary stage of production is having sufficient labor force in the economy. This is 
particularly prevalent in developing nations as they focus mainly on labor-intensive 
industries such as manufacturing. As the firm internally expands, its average cost of 
production decreases due to internal scale economies. However, such economic benefit 
could in no way be fully realized at the outset. Labor, especially those coming from the 
rural areas, carries limited skill in manufacturing production and therefore at the 
beginning, labor productivity is still lower than the maximum achievable. Vocational 
training courses which have no positive value-added to the outputs are sometimes 
necessary in order to enhance the labor productivity. As the labors are becoming more 
familiar with their works, production efficiency can be enhanced gradually. The migrants 
are becoming more contributive to the growth of the overall productivity after certain 
time. 
The explanation of the time lag needed to achieve optimal level of external 
economies, follow similar rationale. To attain high level of external economies, the scales 
of the industry (as in localization economy) and the urban area (as in urbanization 
economy) must have been sufficiently large. Before reaching this optimal point, further 
increase in the scale of agglomeration can lead to considerable decrease in average cost. 
New market knowledge, entrepreneurs’ innovative ideas, infrastructure, or even business 
artifice can be shared among all economic actors more efficiently with increasing market 
size. Therefore, it is logical to interpret that the urbanization process produces the first 
“glow” for “lighting up” the labor intensive economy, and as it proceeds, the market 
efficiency will be influenced by scales economies18 predominately. 
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 In the context of less-developed nations, Henderson(1983) ascertained the presences of higher overall economic efficiency 
in larger cities for the case of Brazil. Shukla(1984) working with Indian data, measured an average 9% increase in factor 
productivity achievable upon a 100% increase in city size. Shukla’s results further concluded that resources in a city with a 
population of 100000 can be on average, 23% more efficient than in one 10,000. They can be as much as 51% more efficient in 
a city of one million than in a city of 10,000. 
 
6.1.4 Time lag between urbanization and economic growth due to education 
The resources devoted by government to education can bring about great potential 
for future economic development growth. Education, which is considered as a kind of 
social aspiration for children in the rural areas, is often the primary reason why migration 
takes place. However, such migration process can not immediately bring substantial 
positive impact on the economic growth of the nation as education is a long-term social 
investment. It is not uncommon to observe that a university or other research institutions, 
for instant, take considerable time before they can function well and accumulate enough 
academic resources and further make economic or scientific contribution to the society 
economically.  
 
6.1.5 Time lag due to the process of capital and labor accumulation 
At the preliminary stage of industrialization process, production methods are mainly 
labor-intensive. Production outputs are usually increased by means of increasing the 
amount of manual force. This mode of production can generate large amount of 
employment opportunities. As the firms accumulate more capital, they tend to invest in 
innovation and invention in a hope to enhance productivity. Mechanization of production 
may soon be realized and less manual force is needed. This not only changes the pattern 
of employment structure but also reduce the average cost of production. 
 
6.1.6 The inability of the industrial sector to absorb all the rural manual force 
during the rural-urban migration process  
Generally, the ability of developing countries to absorb their increasing urban labor 
forces will hinge on the successful implementation of public policies that stimulate 
national economic growth and private-sector investment in activities that generate new 
employment opportunities (Kasarda, 1993). However, it is revealed by numerous scholars 
that industrialization cannot absorb and does not require the large population from the 
rural areas (Self 1976) and therefore the urban employment can not absorb all the rural 
labor during the course of rural-urban migration. Dennis A. Rondinelli (1993) described 
that: 
Although large-scale manufacturing firms have created only a relatively small number of 
jobs in most developing countries. Large manufacturing establishments are unlikely to 
expand fast enough to absorb more than a small portion of the rapidly growing urban 
labor force in the years ahead 
In most developing nations, their paces of urbanization growth are much faster than 
the expansions of their industrial sectors. Therefore they general suffer high level of urban 
unemployment. Even though rural-migration has taken place, parts of the migrants are not 
conducive to the overall economic development of the society. Eventually, the 
unemployed populations are forced to turn to the services sector, which is commonly 
recognized by economists as a “residual employer” in an economy. It takes up the slack 
from other sectors at times of economic stagnation because its capacities are aided by its 
fundamental nature that only low degree of investment is necessary for the initiation of 
the activities. Neither complex physical plants nor prolonged periods of education and 
training are required in some tertiary occupations. Moreover, some of the unemployed 
migrants may engage in informal sectors which may be illegitimate and unregulated. 
Examples included unlicensed vendors and prostitutes. Their “efforts” devoted are thus 
unreported and unrecorded in the government statistics. 
 
6.2 Explanations of the causal link between urbanization process and economic 
development in Developing Nations 
The causal link between urbanization rate and economic growth rate in the 
developed nations is opposite to that of developing nations. The growth of economy 
granger-causes the urbanization process. As noted in the last chapter, cities of these 
nations have stepped into the fourth or the fifth stage of their development processes. At 
this stage, urban areas tend to extend to the periphery. There is greater inter-dependence 
of the core regions and the non-core regions; they are integrated for achieving higher 
economic efficiency. In the following parts, possible reasons for the formation of this 
causal relationship are suggested and examined. 
 
6.2.1 The changes of economic driving forces  
As the nation’s economy has transformed to one which is led by tertiary sector, 
factor of production changed and cheap labor is no longer necessary. Rather, it is other 
kinds of production elements that foster the growth of the economy. These elements 
include entrepreneurial innovation, technology, managerial skills etc. Increase in number 
of employer does not necessarily entail to better productivity. For example, an insurance 
bank could by no means enhance its productivity simply by employing more staff, on the 
other hand, it hinges on how the bank’s managers scheme its strategies and the knowledge 
and experiences of its in-house researchers or financial planners are even more critical. 
More intangible inputs such as market experience and analytical skills of the planners 
become far more critical. 
In addition, modernization of the formerly rural spaces can have a direct impact on 
the wage disparity. It has been widely recognized that income disparity between regions is 
a decisive factor for interregional migration. Income differential between rural and urban 
area decreases as the diffusion of urban elements to the rural spaces proceeds.  This 
further decelerates the rate of rural-urban migration. 
 
6.2.2 Transportation and communication growth 
Economic growth is strongly associated with urban growth, particularly in aspect of 
infrastructure development. When the nation becomes more prosperous, development of 
more efficient transportation network and nation-wide communication system usually 
follow. The consequent flexibility of transportation has greatly relieved residential, 
commercial, and industrial establishments and developers from the former necessity of 
locating along a limited number of transportation routes in the core regions. 
Goffette-Nagot(2006) has revealed that population dispersion in the U.S. can be related 
to decreased commuting costs due to the spread of automobile use, encouraged by 
improved road facilities. 
 
6.2.3 Firms retrieve economies of scale by decentralization  
Air pollution, traffic congestion, social disturbance, crime, and similar problems are 
commonly regarded as the direct consequence of overdevelopment or disproportionate 
growth. These phenomenon, commonly found in large metropolitan such as Tokyo, 
London and New York, very often lead to lowering of economic efficiency. Extra costs 
may be incurred to achieve the same output as before. Combined with the fact that 
core-regions are usually the high-land-rent area in the nations, firms may thus choose to 
move their offices to the suburb, especially for those industries which do not require close 
proximity to the market. Government may also involve in the process of retrieving the 
previous level of urbanization scale economies by designating some non-core regions as 
business or industrial zones. Sub-urbanization is thus resulted. 
 
6.2.4 Affluence could lead to demand for more living space  
Wage and income would undoubtedly increase with the level of general prosperity of 
the cities and the income level is directly related with the living condition demanded by 
an individual. Given that the income elasticity of demand for housing is higher than the 
income elasticity of the marginal commuting cost, then distance between the living place 
and the core region will increase with level of income. Escape from the pollutions, and 
avoiding overcrowding living condition in the urban areas may also be the reasons for 
housing relocation of an individual. 
 
6.3  Explanations of the difference in causal link between urbanization process and 
economic development in developed nations and developing nations 
From the above analysis, it is therefore observed that the underpinning reasons for 
the difference in the direction of causal link between urbanization rate and economic 
growth of nation is that the two types of countries undergo different stages of economic 
development. It is this difference entails to the difference in requirement of production 
input. The driving forces of economic growth are different in these two types of countries. 
Transformation from agricultural-oriented economy to secondary production-oriented one 
require a shift of rural labor to the manufacturing sector, in which the production is 
labor-intensive, whereas tertiary sector require less manual forces and depends much 
more on innovation, entrepreneurship, managerial strategies and technology. In the 
following parts, the reason why there is economic structural change is examined.  
 
6.3.1 Economic growth and development requires structural change 
It is widely accepted by the economists that urban economics is a subject that deals 
with the study of how a nation can best allocate its scarce resources, confronting with 
other alternative uses, so as to maximize the level of each individual’s satisfaction and 
utility. However, the process of a nation to become more economically developed is not 
only related to the calculation of efficiency in allocating the current resources within a 
given unchangeable institutional regime, nor simply related to the maximization of utility, 
satisfaction or profits within the constraints of what is currently confronting to that nation 
from its past development. Instead, economic development of a nation is fundamentally 
linked to how the change in regime can lead to an optimal growth path of the nation. 
During this period, changing institutional patterns and organizational structures are 
essential or unavoidable so as to facilitate such as dynamic process of change. Past 
evidences of the now developed nations have illustrated clearly that country must have 
undergone a substantial structural breakthrough— a process that give some fundamental 
changes to the past structures, before their economic development can “take-off” or move 
another big step forward. Slightly modifying the economy and society simply may not be 
sufficient to push the economy and society forward in the needed new direction and on to 
a higher path in the future, especially in the globalizing world nowadays (James el al. 
1997).  
Economists have identified a number of major structural changes which are 
concluded to be characteristic of successful development processes. James M. Cypher and 
James L. Dietz (1997) have outlined that a typical successful economic development are 
always marked by five characteristics, namely (i)Decrease in the role of agriculture, (ii) 
Industrialization, (iii)Changing trade patterns, (iv) Increase application of human capital 
and knowledge to production and (v) Institutional change.  
 
6.3.1.1 Decrease of agricultural sector 
The decline of agriculture sector is always the first indicator that symbolizes a 
growth of an economy. This is because economic production resources are shifted to a 
field with higher productivity such as manufacturing and other industrial sector. Labor 
force and capital are concentrated in the production of higher-value-added goods and 
services. The sector becomes less important in both the total share of national output and 
the total number of employment decrease. Rural-urban migration is unavoidable in order 
to maintain smooth operation of this transition period of economy, in which the rural area 
can provide unlimited supply of working population to the city.  
 
6.3.1.2 Industrialization 
Economic growth of a nation, during their preliminary stage of national development, 
is always marked by an increasing share of a nation’s output and manpower becoming 
involved in industrial sector. Industrialization often leads to promotion of technology and 
eventually enhances labor productivity, rise the wage level of then follows. As 
manufacturing goods are generally more income elastic than agricultural products, i.e. 
demand for them will increase with rise in wage level, this will consequently induce more 
consumption on those goods and the firms can attain a higher level of revenue. 
Expansions of the firms or the industry as a whole usually go in parallel with further rise 
of wage level and adoption of knowledge in their production processes.  
 
6.3.1.3Changing trade patterns 
Successful development is almost signified by change in the trade pattern: from a list 
of agriculture products, unprocessed mining and other extractive minerals to a diversified 
goods including manufactured products, non-traditional primary exports, and ultimately 
focus on those more complex commodity like automobile, computers, information 
products and biochemical products. The income elasticity of the export goods is 
becoming higher and higher. 
 
6.3.1.4 Human resource and capital accumulation in production  
Growth of economic development is in no way achievable without increases in the 
productivity of labor to be applied to production in all sectors of production. This can be 
enhanced by means of providing vocational training and other kind of educations to the 
existing and potential labor force. Apart from the formal schooling process, economists 
also believe that “learning by doing” and higher degree of division of labor at the work 
place can ultimately lead to improved production efficiency. Such kind of human capital 
accumulation is one of the key to improve the overall economic performance of the 
nation. 
Physical capital accumulation and technology advancement are equally crucial in 
contributing to the success of a nation’s economy. As productivity is raised, potential 
well-being of the labor force is enhanced because of higher wage, better occupation 
welfare, and improved working condition. Innovation, invention and knowledge 
management become more integral to the system of production and the importance of 
manual power will be less significance. In this context, education and schooling can form 
a foundation for securing and reinforcing the potential “profitability” of the economy. 
 
6.3.1.5 Institutional change in production 
Economic growth always requires the emergence of some forms of institutional 
change. New and “innovative” organization and institution must have come out in order 
to minimize the friction of the development operation. Typical examples include bank, 
insurance firms, stock and bond exchanges.  
At the same time, the government is playing an increasingly important role in 
facilitating the economic dynamics. Social infrastructure such as roads, ports, power 
plants, telecommunication facilities and the like must be well-planned so as to ensure the 
smooth functioning of the economy. Law-makers and enforcing bodies, on the other hand, 
must take into account of any change in fundamentality of the overall business 
environment, if economic growth and development are to be advanced efficiently and 
effectively. 
 
 
 
 
Chapter VII 
Interpretation of the Results III 
 
This chapter aims to explain the causal relationship between urbanization and 
economic growth with specific reference to three nations, namely Indonesia, Britain and 
South Korea. The analysis is put within the theoretical framework developed in the 
previous chapters.  
 
Indonesia is a typical developing country in Southeast Asia. According to the 
Granger Test conducted in the previous chapter. It is discovered that its urbanization rate 
precedes it economic growth over the selected 50-year period. It is chosen to represent the 
demographic and economic relationship of the Third World countries. The United 
Kingdom, on the contrary, has been regarded as one on the most advanced nation in the 
world for more than 200 years after its successful and historical Industrial Revolution. Its 
economic growth rate is observed to lead its urbanization rate. The analysis of the British 
urban-economic situation can symbolize the economic and urbanization process of other 
wealthy nations. Lastly, South Korea is a Northeast Asian country which has completely 
transformed from a developing nation to a post-industrial developed nation. In Korean 
situation, bidirectional causal link exists between the two subject variables. Studying the 
whole urban development process of this country can give us a comprehensive insight of 
the relationship between urbanization and economic growth as the country has undergone 
all stages of development described in chapter V. 
 
 
 
 
7.1 Indonesia  
7.1.1 Geographical background of Indonesia 
Indonesia is the world’s fourth most populous nation and has long been regarded by 
economists and global institutions as one of the least urbanized developing nation. It used 
to be a Dutch colony before it gained politically independence in 1945. Urbanization level 
was less than 10% immediately after recovering its sovereignty. Most of the urban 
economists believe that the year of 1966 was the economic breakthrough of this Southeast 
Asian nation. At that time, the Indonesian government announced a set of national 
development policy called the New Order, which aimed to promote the nation’s overall 
socio-economical development. This strategic development plan has set the future 30-year 
development path of the country. Great emphasis was being put on industrialization, 
education re-development and foreign relationship, especially dealing with export 
activities. Since then, rapid rural migration occurred and it is well-conceived that the 
formerly rural dwellers, by providing cheap manpower, contributed to the economic 
miracle.  
Geographically, Indonesia is an “archipelago nation” comprising more than 3,000 
islands. Jakarta is the capital city of the nation and is located on a highly urbanized island 
called Java. Over the history, Java has been the economic artery of the nation which 
produces most of the nations’ output. The size of Java is only 7% of the whole territory 
but it has accounted for 60% of the nation’s population and contributed more than 60% of 
the national GDP value in 1992 (World Bank, 1994). The island has also been witnessed 
to have transformed from an agriculture-based economy to one heavily relying on export 
manufacturing during the period of 1950-2000. At the same time, the agricultural sector 
has declined to an extent that its share of the national GDP has fallen to 18.5% in 1990. 
(Hugo, 1993) 
 
7.1.2 The preliminary stage of urban development 
During the past 50 years, the Indonesian economic structural transformation has 
been remarkably rapid. The formerly Dutch colonial government tarnished the economic 
development of the nation by promoting intensive agricultural development on Java 
Island and encouraged the development of low-productive sector like plantations and 
vegetation in other provinces. 
During the first half of 1960s, manufacturing sector was almost non-existent in the 
nation. The United Nations has once categorized the nations as one of the least 
industrialized in 1960. The nation’s total manufacturing output even could not compare to 
some smaller regions such as Hong Kong and the Philippines within the comparable 
period. The poor industrial performance was due largely to the insufficiency of input units 
that are necessary for production. Technology used for production was still extremely 
antiquated by that time. By the end of 1964, the manufacturing sector of the nation 
comprised only those simple resource-based processing and basic consumer goods for the 
home market. Export activities were extremely weak and foreign investment market was 
sluggish. Furthermore, the poorly-developed infrastructure facilities added a constraint 
that deterred the development of the nation. 
 
7.1.3 The New Order Era 
In 1966, there was an evolutional change in the nation’s economic development 
progress. The former president of Indonesia, Suharto, immediately after gaining his 
political power from Sukarno introduced a set of national development planning 
strategies. One of the most powerful and influencing national policies was the New Order. 
One of the advisers of the New Order, Abdoel Raoef Soehoed (the former advisor to the 
senior Minister for Development and Industries of Indonesia during 1960s) used to claim 
that:  
…the downstream industries should be developed first because they create employment 
opportunities and contribute to so-called equitable distribution of development. 
Gradually the downstream sector can then be matched to the upstream sector in order to 
arrive at long-range strategies for industrial growth… 
 
In order to achieve the goal of “pinpoint development”, he has selected 52 basic 
industries, in which most of them belonged to light manufacturing sector. Standardization 
of production methods was widely promoted through a set of public vocational training 
policies (Hill, 1996). 
Another important aspect of the new policy was that the nation shifted their 
economic focus to export activities. This was achieved by promoting the domestic 
export-oriented manufacturing development and by harmonizing the relationship with the 
international donor countries, especially with Japan. Throughout the period of the New 
Order Era, growth of merchandise exports has risen from 2% in 1980 to 48% in 1992, as 
shown in Table 7.1. In absolute value terms, the increase during this period was from US 
501million to US 16.1 billion. On average, manufactured exports grew at an annual rate 
of 20% to 30% in real terms from 1980 to 1992(Hill, 1996). 
Furthermore, the New Order Regime has also laid emphasis on the basic 
infrastructure investment of the nation. The process inevitably has drawn huge amount of 
rural labor for the urban rehabilitation work. Road facilities, airport, ports, 
communication network and other physical infrastructure were built. Such large scale of 
social development has placed a concrete foundation for future development growth as, 
for instant, inter-province transport became possible and therefore enhanced inter-region 
trade. People can even move around the archipelago as never before by means of air and 
vehicular ferry. The breakthrough of infrastructure development has also fostered future 
rural-urban migration with enhanced accessibility. 
 Source: BPS, Ekspor, Jakarta, various issues. 
Table 7.1 Major Manufactured Exports of Indonesia 
 
Cityward migration was therefore triggered immediately after the announcement of 
the New Order. Mantra (1978) has conducted a statistical research on the urbanization 
process of Indonesia during the period 1966-1977. His research results revealed that the 
majority (68.2 %) of the rural migrants originally living in the two villages in Java 
(Kadirojo and Piring) moved to the cities because of economic reasons—seeking 
employment opportunity, improving living standard, landlessness in the rural area and 
escaping away from the rural poverty are among the most common reasons for migration. 
7.1.4 The structural change of the Indonesian economy 
The New Order has brought about significant transformation of the economic 
structure and pattern of the whole nation. Obviously, agricultural sector was the first 
sector in the economy to receive the economic impact as indicated by its great loss of 
labor force.  As shown in Figure 7.1, agriculture’s share of GDP has more than halved 
since 1966, and by 1992 it was just 36% of that of its share at the outset of the New Order. 
Income of agricultural economic actors dropped and induced a “push” that led to 
rural-urban migration. On the other hand, the manufacturing sector became more 
significant economically. In the preliminary stage of the New Order Era, manufacturing 
merely shared one-tenth of the entire national GDP, as shown in Table 7.2. After twenty 
years, the share has expanded approximately three times and the sector became the 
leading economic sector. In 1986, the total proportion of industrial sector was as much as 
350% of its value in mid-1960s. As to the service sector, it could attain a growth rate of at 
least 8% in most years between 1968 and 1980. It is also noted from the same figure 7.1 
that services outputs has grown more rapidly than GDP in general. 
 
 Source: BPS, National Accounts, various years 
Fig 7.1 Structural change (excluding mining), Indonesia, 1966-92 
 
 
 
 
 
 
 
 
Source: 1967-73 and 1973-81: Sundrum (1986, p.58). 1982-86: Sundrum (1987-92): 
author’s estimates, from BPS, National Accounts. 
Table 7.2 Sectoral Contribution to GDP Growth, 1967-92 
 
 
Government’s continuous promotion of standardization of production has brought 
about positive impact on the country’s economic development. Quality of manufacturing 
goods increased as revealed from their output performance. Over the period of 1971-1980, 
real labour productivity grew at an annual average rate of 10% (Refer to Table 7.3 below). 
Rising real labor productivity is evident in all major manufacturing branches. On the 
contrary, the relative decline in labor productivity of the agriculture activities is definitely 
an indicative figure of persistent rural labor flows into non-agricultural sector.  
 
 
Source: BPS, National Accounts, various years 
Table 7.3 The growth of labor productivity, Indonesia, 1971-90 
 
The process of rural-urban migration can also be witnessed in the change in 
employment pattern. As shown Table 7.4, the share of agriculture sector labor to the total 
labor force has fallen sharply, from 73% in 1961 to 50% in 1990. On the contrary, the 
figure for industry has doubled while tertiary sector’s has grown by about 75% during the 
same period. The strong growth of manufacturing was largely attributable to the New 
Order policy which placed particular attention to manufacturing and the export activities. 
On the other hand, the significant rise of the service sector was the direct consequence of 
increasing complexity of the overall economic condition. In the case of manufacturing, 
the fastest rate of growth occurred in the mid of 1970s, reflected both the shedding of 
extremely labor-intensive, traditional technologies, together with the push towards 
oil-financed heavy industry over the last decade. (Hill, 1996)  
 
 
Source: BPS, Sensus Penduduk, 1961, 1971, 1980, 1990. 
Table 7.4  Employment by Sector, Indonesia, 1961-90 
 
7.1.5 The locational advantage of Jakarta and Java 
When the firms are making their investment decisions, they would tend to select the 
location which can allow them to minimize their operating costs as well as capture the 
largest market share. In the case of Indonesia, Java or more precisely, Jakarta has always 
been the focal point of tradition, culture, economy and finance. It is also the hub of 
transportation and communication of the whole nation. Intuitionally, firms were more 
inclined to establish their factories, plants or office in the capital city. The ratios of 
manufacturing activity to land area for the three big provinces of Java are typically at 
least 10 times that of the off-Java provinces, and even more than 50 times that of the 
majority of Eastern Indonesian provinces (Hill, 2000); Proximity to government offices 
has been important to the firms in garment industry so as to obtain export quotas. Java’s 
ports and harbours are generally superior, and its international communications and 
access to foreign buyers are also better. 
In Jakarta and its surrounding economic regions, the share of manufacturing in 
regional output is higher, the share of employment in the agricultural sector is lower, and 
they have a more diversified industrial base. Particularly instructive are the data on 
manufacturing output per square kilometer, where the Java figure exceeds that of other 
regions by a large margin. Indonesia’s major labour-intensive industries- garments, 
textiles, footwear, electronics—are located overwhelmingly in Java.  
 
7.1.6 Wealth disparity with Indonesia 
The New Older caused a great impact on the affluence inequality across the nation 
and some economists claimed this to be an imbalance growth. This caused repeated 
migration from the poor rural area to the capital city and other urban centres. The two 
most prosperous regions, Yogyakarta and Java, accounted for as much as 60% of the 
merchandise exports during the peak of the oil boom in the mid 1970s and more than 60% 
of the nation’s population concentrated in 7% of the nation’s territory. Java has always 
dominated the whole national economy, it has shared at least 60% of the national non-oil 
GDP value for the last two decade. Within Java, the capital city and West Java has formed 
an economic agglomeration which has almost contributed 35% of the nations’ non-oil 
GDP in 1992 (Hill, 2000). 
Since the start of New Order Era, Jakarta and West Java have attracted much of the 
private investment, both foreign and domestic. On the contrary, the eastern part of the 
nation has attracted very little investment. The ratios of manufacturing activity to land 
area for the three big provinces of Java are typically at least 10 times that of the off-Java 
provinces, and more than 50 times that of the majority of Eastern Indonesian provinces. 
The per capita GDP of Jakarta is almost seven times that of the poorest (Hill, 2000). 
Initiated by the new export-oriented growth industries, the future of Java’s economy 
has been much better than that of the poorer Eastern Indonesian provinces. Such affluence 
disparity problem has once been recognized by the former President, Suharto. During his 
1990 budget speech, he pointed out that “the major regional challenge facing the nation is 
now the gap between the east and the west”. However, very limited effort had been 
devoted by the government to solve this nation-wide social and economic problem. 
Therefore, the high level of region income inequality directly allowed more population 
flow from the other poor provinces to Java, making the island more crowded than ever.   
 
Analysis of Indonesian case study 
The case of Indonesia socio-economic situation during the period 1950-2000 clearly 
demonstrated a typical economic development process of a developing country: from 
focusing on primary production to one which relied greatly on the export-induced 
manufacturing. Rural poverty triggered rural-urban migration. The new comers of the city 
served as a good source of cheap labor supply. Therefore it induced progressive 
development of the nation. In the case of Indonesia, the New Era policy further 
accelerated the rural-urban migration process. As increasing income disparity between the 
urban area and the rural space provided a greater demographic force for migration. 
Over the period, urbanization process provided excess amount of cheap labor, the 
growth of manufacturing sector was clear lagging behind the rate of urbanization process 
as can be observed from the increasingly high unemployment and underemployment rate 
of the nation. As a result, most of the unemployed turned to tertiary sector or other 
informal sectors after some time.  
As the industrial sector starts to take the advantage from scale economies, their 
average cost decreased, ultimately entailing to higher wages and larger demand of 
manufacturing goods. Being the dominant economic sector, in terms of GDP produced 
and proportion of total labor force, of the nation, the overall economy of the nation swifts. 
The whole process explained why urbanization leads economic growth in the case of 
Indonesia. 
 
7.2 The United Kingdom 
7.2.1 Geographic Background of the United Kingdom 
The United Kingdom has always been one of the most prosperous nations in the 
world since the outbreak of Industrial Revolution 200 years ago. The nation composes of 
four constituent countries: England, Scotland, Wales and Northern Ireland. At the end of 
the World War II, the industrial sector dominated the nation’s economy, especially heavy 
industries such as shipbuilding and car manufacturing. Currently, the service sector, 
particularly the financial industry, is holding the leading position of the nation’s economy, 
in terms of employment share and economic output contribution. 
The country has a long history of large-scale urbanization. From the mid-eighteenth 
century to the end of World War Two, the social process was primarily in the form of 
rural-urban migration. By 1800, the urbanization level was roughly 30%. After 50 years 
in 1850, more than 50% of the population could be classified as urban and currently the 
nation is one of the most highly urbanized regions in the world, with urbanization level 
exceeding 85%. 
7.2.2 Structural change in British economy 
After World War II, the primary sector has been declining, both in the share of total 
employment and the relative contribution to the nation’s output value. Compare in Table 
7.5, the total proportion of agricultural output to the whole economy diminished more 
than 40%, from 5.8% to only 3.7% during the period of 1964-91. The secondary sector’s 
share of GDP has also declined considerably, indicating the country was stepping into the 
period of post-industrialization. This is due primarily to the decline of manufacturing’s 
share of output, particularly after 1973 (Cook, 1995). On the other hand, tertiary industry 
has grown sharply throughout the period. Its contribution to the overall GDP has 
increased from 53.8% in 1964 to 66.4% in 1991; in particular, the financial sector has 
doubled its share over the period. The growth of financial sector indicated the growing 
wealth of the nation as growing number of monetary affair had to be dealt with, both 
public and private. 
 
*Totals may not sum to 100 due to rounding. 
Source: Central Statistical Office, National Income and Expenditure “Blue Book”, 
various editions, 1983, 1985, 1987, 1989, 1992, CSO, London. 
Table 7.5 Percentage Shares of GDP at Factor Cost, the United Kingdom. 
 
 
 
The proportion of employment of each sector can reflect the various output levels, 
the impact of technology change, and changes in institution as well as people’s perception 
on each sector’s future prospect. As observed in Table 7.6, despite it has been an 
insignificant production over the British history, the primary sector reduced its labor force 
share for more than 50% during the period of 1950to 1990, from 4.9% to 2.1%. 
Secondary sector has also experienced a sharp fall in terms of proportion of labor force 
relative to the nation total. It has diminished more than 40% over the same period. Within 
the secondary sector, manufacturing contributed the greatest loss of manpower during the 
period of deindustrialization. From as much as 9 million workers in 1964, to about 4 
million in 1993, resulting in corresponding fall in the manufacturing’s contribution of 
total labor force from 38.1% to just 20.1% (Hill, 2000). 
 
Employment of the labor force (%), the United Kingdom 
1950 
Agriculture 4.9 
Industry 49,4 
Services 45.7 
1970 
Agriculture 3.2 
Industry 44.8 
Services 52.0 
1990 
Agriculture 2.1 
Industry 28.8 
Services 69.1 
Source: Crafts, N.F.R. (1992) “Reversing Relative Economic Decline? 
The 1980s in Historical Perspective”, Oxford Review of Economic Policy, vol.7, no.3, 
p.85. 
Table 7.6 Employment of Labor Force (%), the United Kingdom, 1950-1990 
 
The driving force of economic growth changed during the selected 50-year period. 
Previously during the golden age of industrialization, manual power was much required 
for most of the production processes. As the economy structure has transformed to 
tertiary-production-led, the economy was much determined by innovative activity, 
technology, investment rates, education and vocational training which could increase 
human capital formation. There has been an increasingly high level of investment in 
scientific research and innovational development. 
 
7.2.3 Inner-city decline and decentralization of firms 
The over-development, or perhaps more precisely over-industrialization within the 
city boundary led to greater competition for space. Since space for expansion in the inner 
cities was in any case very limited and increase in the floorspace requirement was 
essential for the firm to maintain the output rate. Dennis (1978) has shown in his study 
that inadequacy of premises and constraints on expanding output were often the major 
reason for firm relocation from London and other major cities. Competition has pushed 
up the land price. As noted in this study, average land rent of London non-residential land 
has increased more than twice during the period of 1960-1975 but the per captia GDP has 
only raised 60%. Furthermore, obsolescence problems associated with the old factories 
and the changing nature of the production process accounted for much cases of the 
industrial establishment’s relocation to the suburban area. By decentralizing the factories 
and plants to the cities’ edge, industrial firms could retrieve scale economies in their 
productions.  
As manufacturing industry decentralized, employment in this sector fell in both 
absolute and relative terms, in the urban centres and central city districts. Hancock (1976) 
has noted that dispersion has been pronounced in the capital, losing over 30% of 
manufacturing jobs during the period of 1960 to 1970. This dispersion of manufacturing 
sector was not only occurred in London but most other major cities such as Liverpool and 
Manchester. On the other hand, those labor forces in financial, insurance, banking, 
scientific service and other professional activities have emerged and became more 
significant to the city’s economy.  
Since the labor mobility is much greater than that of a factory, decentralization of the 
factories therefore induce population flow to the new industrial area where jobs are 
available. At the same time, as more urban elements were flown to the countryside and 
other suburban land, these places are gradually modernized.  
British economy is shifting to knowledge-type industries such as computer technology, 
pharmaceuticals, telecommunications, electronics etc. New firms many have locational 
preferences which are very different to the traditional ones. Proximity to research and 
development facilities and higher education establishments, good road and air links and 
access to low-density residential for high-income management and research personnel 
may become essential (RSA, 1983). Therefore, it is not surprising to see that area around 
Cambridge, Oxford and Bristol were concentrated with many new industrial firms, 
forming a new industrial agglomeration in the areas. Eversley (1972) suggests that the 
combination of rising costs (due to high land values, construction costs and accelerating 
obsolescence) and falling incomes, due to the outward movement of high-earning skilled 
and professional workers from the conurbations, would almost inevitably produce a 
situation where inner-urban areas would be faced with a financial “squeeze” and this may 
be viewed as the direct cause of further “urban-rural migration”.  
  
7.2.4 Decentralization policies imposed by the British Government 
British urban decentralization is generally believed to have started in 1900, despite 
the initial limited scale. Relocations of residential population from the central business 
districts were very often induced by displacement of commercial and industrial 
establishments (Jones, 1972). Heavy investment on transport network, which gradually 
improved the accessibility to and from the rural and urban areas, by the British 
government throughout the last decade was partly responsible for the nation’s 
decentralization process. Total size of urban land in England and Wales as a whole is 
estimated to have increased more than 40% during the two decades of the inter-war 
period (Best, 1964). 
Perhaps the most critical factor which speeded up the rate of suburbanization is the 
British government’s decentralization policies. The 1947 Town and Country Planning Act 
and Town Expansion Act 1952 were so introduced to relieve the pressures in the 
conurbation, providing the mechanism for land use-zoning and for directing the pattern of 
new urban development and, in the case of London, was further reinforced by the 
Metropolitan Green Belt Policy. Industrial establishment were thus forced to locate in the 
designated zones. Such government policies have given great impact on the demographic 
pattern of the whole nation. Between 1961 and 1971, there was more than 600,000 
population loss, which was approximately 8% of the initial population size, in Greater 
London area. Kivell (1972) has indicated that both Liverpool and Manchester have lost 
more than 20% of their populations while Newcastle-upon-Tyne 19% and Birmingham 
9%.  
On the other hand, over the nation as a whole, the area covered by urban land use 
has been considerably extended to the periphery; Hancock (1976) noted that the average 
annual rate of conversion from agricultural land to urban land was well above 15,000ha in 
England and Wales. This process of suburbanization has redistributed millions of people 
to new towns. 
 
7.2.5 The increasing affluence of the household triggered suburbanization 
Income increase has led to growing space requirements of urban life, however, 
shortage of residential land in the cities resulted high land price and property values there 
and the people have been forced to look further afield for better accommodation. 
Furthermore, within the old urban centre, traffic congestion, pollution and other social 
problem such as crime have further accelerated the process of residential relocation. 
7.2.6 Analysis of the United Kingdom’s case study 
The case of the United Kingdom demonstrates a typical advanced nation’s 
development path, most of the post-industrialized western nations follows similar 
development process. 
During the period of 1950-2000, the nation has been well-developed from 
industrialization. Despite the existing insignificant agriculture sector, it became even less 
important to the whole economy in terms of employment and share of total GDP through 
mechanization of the cultivation work and improvement in fertilizers; Secondary sector 
started to diminish, indicating that the nation has stepped into post-industrialization 
period. The rapid rise of tertiary sector, especially in financial industry, together with the 
decline in manufacturing activities indicates that the nations now become a 
knowledge-based economy, rather than relying on pure manual forces as in the case of 
previous industrialization period. Technology and entrepreneurial innovation determine to 
a large extent how much the city can grow. 
Furthermore, since the inner region of the nation (particularly in London and other 
large cities like Manchester and Liverpool) were overpopulated. A number of urban 
problems emerged. Examples include pollution, traffic congestion and crime. Land price 
in the hinterland rose substantially and “push” the city dwellers to the suburban areas. 
With the improvement in the overall transportation system, people perceive that location 
may not be a critical factor than before as commuting costs and time have been largely 
reduced. 
To the entrepreneurs, production costs rose as land price rose. At this stage, 
combined with the effect of tax reduction, firms tended to relocate to the designated 
industrial zone. On one hand, entrepreneurs could enjoy reduction in tax and land price, 
but perhaps more importantly, they may retrieve the once lost economies of scale. 
 
To conclude, it is the past affluence, a result of overdevelopment of the cities that 
caused inner city decline in the U.K.. Individual and firms therefore relocated to the 
suburban areas. Sooner or later, more urban elements will diffuse to these areas. The lands 
which were previously regarded as rural space are gradually modernized and become part 
of the metropolis. The total size of urban field as well as urban population thus increases. 
 
7.3 South Korea  
The study of the socio-economic development process of South Korea should 
deserve special attention in this dissertation, for its special feature that possesses a 
bidirectional link between urbanization and economic growth. This is very much 
attributed to the fact that the nation has undergone a development process from a 
less-developed nation to an advanced postindustrial one. 
 
7.3.1 Geographic Background of South Korea 
Used to be ruled by Japanese during the inter-war period, South Korea was liberated 
in 1945 after Japan’s resign at the end of the Second World War. The capital city of the 
nation is Seoul (formerly named as Kyongsong before WWII). The nation was once 
named as one of the Four Asian Little Dragons (Together with Hong Kong, Singapore and 
Taiwan) by the United Nations, for her great economic miracle in the last few decades.  
Today, South Korea is one of the most urbanized nations in Asia with urbanization 
level approaching to 85%. Immediately after the war, there was a big stream of rural 
people from the countryside came to the capital in search of better employment 
opportunities and better quality of life. Seoul was therefore “inundated” by such a great 
volume of population. Without much financial resources, the Seoul government could in 
no way manage the social problem. Thousands of people were homeless and temporary 
settlements could be found all around the city. In 1960s, the Seoul government introduced 
a set of new policies, placing emphasis on the country’s long-term industrial development. 
It is widely believed that this national strategy has set a sound foundation for the current 
or even future prosperity of the nation. The formerly agriculture-based nation now orients 
its production path towards heavy industry and tertiary industry, including banking, 
insurance, electronics, car manufacturing and other kind of technology-related industries.  
 
7.3.2 Urbanization at the early stage 
Over the past 50 years, rural-urban migration has always attributed to 90 % of the 
urbanization growth in Seoul. Natural population growth rate has always remained less 
than 2% for most of the contemporary period of the nation owing to the successful birth 
control measures implementation by the government. 
As previously mentioned, the poor living conditions in the countryside after the end 
of WWII promoted a big stream of rural-urban migration in Korea. In 1955, the 
urbanization level of the nation was just 30%. For the next few decades, urbanization 
level has shown a substantial increase to 50%, 69% and 75%, in 1970, 1980 and 1990 
respectively (Hill, 2000). Such drastic change in urbanity level has once recognized by 
the United Nations as one of the world’s fastest. Table 7.7 shows the population patterns 
of Seoul and South Korea from 1845 to 1992. In only a 40-year duration, the total 
population of Seoul has increased for about 12 times, from 0.9 million in 1945 to 
11million 1992. Furthermore, it is indicated from the same table that population tended to 
migrate to the capital. In the mid-1950, less then 8% of the total Korean population live in 
Seoul. In 1992, more than one-quarter of the Korean are Seoul people.  
  
Table 7.7 Trends in population and number of households for Seoul and South Korea 
Sources: Economic Planning Board, 1962-1994; City of Seoul (1961-1994); and Seoul 
Metropolis (1987-1993) 
 
During the early period of industrialization, Seoul could not absorb all the rural labor 
forces. Consequently, unemployment and underemployment problems emerged. Housing 
supplies were clearly insufficient to accommodate all the migrants, with illegal 
settlements being rampant. At that time, most of the squatter settlements were located at 
the city’s edge. Living conditions were extremely poor and crowding, persisting along 
with the lack of basic facilities such as clean water supplies. Later, South Korea launched 
its first slum-clearance projects in the late 1960s, benefiting the low-income residents by 
providing accommodations (Bintarto. 1980). 
 
7.3.3 Political consideration in development 
The fact that the South Korea’s planners favoring the capital over all other cities might be 
the underpinning factors that led to the phenomenon of substantial migration flow to 
Seoul over the modern history of the nation. The government aspiration to prioritize 
Seoul at the first place was indeed a political concern. When the former President, Park 
Chung Hee came into power, most of the nation’s resources were drawn to the place 
where he originated from. The southwestern region has long been ignored because his 
political opposition leader gained a strong political base there. Such artificially-created 
development bias invariably made the capital become the focal point of urban migration.  
 
7.3.4 Spatial distribution 
In 1945, the capital city only had eight districts, each of which had a very small 
population base. By the end of 2000, Seoul had been divided into 25 districts. Historically, 
Han River has been the centre of business and the population growth in or around that 
area has been particularly massive. The number of central business district (CBD) has 
also increased substantially. The city has only one CBD by the end of WWII but currently, 
the metropolis has multiple CBDs which scattered across the whole city. The land cost in 
the CBDs now prohibits any type of residential development because the districts were 
concentrated with financial-service establishments, many of which belong to global ones. 
The residents were therefore forced to find accommodations elsewhere away from the 
CBD.  
 
7.3.5 Economic structure of Seoul 
The economic development of Seoul has been witnessed to have transited two 
progressive stages of structural transformation over her modern history. The first was the 
transformation from agriculturally based economy to one focusing on industry, which 
occurred from 1950-1970. The second was the age of modernization in which tertiary 
sector, especially financial industry has taken the dominating role of the whole economy. 
It is also noted that the capital economic growth has been significantly greater than the 
nation’s average at the beginning of industrialization, Seoul’s per capita GNP used to be 
twice of the nation’s per capita GNP during he early stage of development. This disparity 
was narrowing down as the economy proceeded forwards. (Refer to Table 7.8 below). At 
the end of last century, Seoul contributed about one-quarter of the nation’s output value. 
 
* In billion won. 
Source: Bank of Korea, 1983; Economic Planning Board, 1978-1986; Seoul Metropolis, 
1984b; City of Seoul, 1961-1994; and Koewa Urban Administration Institute, 1994. 
Table 7.8 Change in GNP and GRP with time for Seoul and Korea 
 
As noted by Pae (1985), the economic structure of Seoul has been largely influenced 
by the restructuring of Korea’s industrial development. Table 7.9 and Table 7.10 below 
chronicle respectively the economic structural change and the employment distribution of 
different sectors from 1960 to 1992. In 1960, primary industry contributed a significant 
portion of the nation’s total GDP, about 44.3%, whereas that of secondary industry was 
only 10%. Light manufacturing industries as well as heavy industry gradually emerged 
with the pace of government’s effort to advocate national industrialization, at the expense 
of decline of agricultural sector. High-tech industry and service sectors slowly gained 
their economic importance. 
 
 Sources: Economic Planning Board, 1978-1986; City of Seoul, 1984; City of Seoul, 
1961-1994; and Ministry of Labor, 1993. 
Table 7.9 Changing nature of industrial structure for Seoul and Korea. Value given are 
percentage of the total 
 
Source: Economic Planning Board, 1962-1994; and City of Seoul, 1961-1994 
Table 7.10 Employment by industrial sector. Values given are percentages of the total 
 
As to the internal economy of the capital, over the years, more and more agricultural 
land has been converted for industrial uses, implying that the majority of the population 
who were formerly participated in primary sector had to switch to other economic 
activities. With the government’s restriction to establish industrial plants in the core 
region due to severe pollution and environment problems, relocation of industrial 
establishments to the city’s periphery became the only trend. Currently, the service sector 
absorbed nearly 60% of the total workforce and capital. It is expected that the sector will 
continue its leading position in the foreseeable future. Table 7.11 chronicles the 
occupational distribution of the total labor force of the capital city. A steady growth of 
professional and clerical workers was obvious, from 19% in 1966 to 32% in 1987. 
 
 
Table 7.11 Occupational structure in Seoul 
 
7.3.6 Emergence of Seoul Metropolitan Region (SMR) 
Over the last 40 years, Seoul has experienced a progressive economic growth. The 
capital city not only absorbed the rural population for direct labor forces during the 
industrialization period, it also expanded outward and integrated with the nearly suburban 
area, forming a large metropolis with great economic influence over the entire nation. 
Seoul Metropolitan Region, includes the city of Seoul itself, and other surrounding 
satellite towns and cities in Kyounggi-do Province (Kim 1997). The SMR only 
accountable to about 10% of the territory’s land but it amounts to 40% of the nation’s 
population and 41% of the total nation’s GDP. 
The SMR is a man-made product of the South Korea’s governors owing to the 
centralized government system. The formation of the metropolis has taken more than 40 
years. At presently, the SMR consists of the capital city, Seoul, a provincial capital city, 
Inchon, 12 cities and 33 towns and the current urbanization level reached over 90%.  
In 1972, in a view to pursue a balanced growth of the SMR, the town planners in 
Korean government introduced guidelines for decentralization policies. For example, 
college enrolments were strictly regulated, urban slum clearance projects were initiated 
and new property tax was imposed; in 1977, Industrial Distribution Law was enacted to 
accelerate the industrial decentralization process by offering corporate income tax 
reduction to those firms which were willing to move to a properly designated industrial 
zone; in 1982, five new towns in Kyonggi-do Province were designated to aid the 
relocation of heavily polluting industries from the capital city (Kim, 1997). 
 
7.3.7 Analysis of the South Korean case study 
The bi-directional link found in the case of South Korea could be explained by the 
fact the nation has transformed from a least-developed nation to a fully industrial East 
Asian dragon.  
During the early age, agricultural sector dominated the nation’s economy. As the 
government strongly advocated industrialization, economic structure as well as 
employment pattern shifted to industrial-oriented. Labor force was much demanded and 
the rural dwellers served as good sources. However, the rate of rural-urban migration far 
exceeded the growth rate of industrial sector, which therefore could not absorb all the 
labour force. This could be illustrated from the high unemployment figure. In 1970, 
unemployment in Seoul was as high as 13% (Hill, 1997). Quite many of the former rural 
dwellers were not conducive to the nation’s development. Slum and other illegal 
settlements were prevalent in the cities. 
 The successful industrialization process led the city to become self-sustained. 
Currently, the financial sector and other hi-tech production activities which are 
knowledge-intensive rather than labor-intensive dominate both the economic and 
employment structure of the nation. Income disparity between city and rural area has 
greatly diminished, entailing to a much slower rural-urban migration rate. Like other big 
cities in the First world, Seoul had faced the problem of inner-city decline and therefore 
forced the city to expand outward, eventually integrating with its satellite towns and 
shaping a large metropolis region.  
 The above development path of Seoul clearly indicated that its causality link should 
have reversed once, from “urbanization leading economic growth” to “economic growth 
triggering urbanization”. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Table 7.11 Summary of the three subject countries’ social and economic situations in 1950 
and 2000 
 The United Kingdom Indonesia South Korea 
Area (sq. km) 242,910 1,904,569 99,298 
Economic Status Developed Developing Developed 
GDP per capita 
(1950) 
10600.84 812.32 1326.23 
GDP per capita 
(2000) 
33308.4 3637.3 15881.34 
Average growth rate 
of GDP per capita 
2.32% 3.04% 5.09% 
Political Philosophy Welfare State Capitalist  Capitalist 
Population (1950) 49,816,000 
 
79,538,000 
 
18,859,000 
 
Population (2000) 58,670,000 
 
210,421,000 
 
46,779,000 
Urbanization Level 
(1950) 
79.0% 12.4% 21.4% 
Urbanization Level 
(2000) 
89.0% 42.0% 79.7 % 
Average annual 
growth rate of 
urbanization 
level(1950-2000) 
0.238% 2.47% 2.67% 
Causality: 
Urbanization leads 
GDP per capita 
Nil Exist Exist 
Causality: 
GDP per capita 
leads urbanizatoin 
Exist Nil Exist 
 
 
 
 
 
Chapter VIII 
Limitations of the Study 
 
In this study, it is observed that the results and analysis of the subject topic consist of 
limitations. This chapter aims to figure out all these limitation and evaluate their impacts 
on the study. Furthermore, some aspects of this topic which has not yet been dealt with 
but are considered to be academically valuable for further investigation are suggested. 
 
8.1Limitations 
The limitations of this study are three-folded. They include the constraint of the 
approach adopted, limitations of variables and the problem of data availability and 
reliability.   
 
8.1.1 Limitations of the study approach 
 This study chooses to adopt applied economic approach which emphasize on the 
results more than the processes. It has an advantage that the results can be measured 
mathematically since the input data are quantifiable.  
 However, this approach neglect to take the complexity of the process into account 
and it merely concerns the input data and the outcomes. In this study, both urbanization 
and national economic development are complex time-series, throughout which two 
processes are interconnected not only economically. Urbanization and economic 
performance could be a political and social process, in some countries such as China, they 
are even highly related to the legal matter.  In reality, the two variables, establish 
sophisticated relationship with each other within a complicated framework. The order of  
this sophistication may be high and varying with time. Therefore, to presumably consider 
either causal link exist or does not exist at the beginning of the study may have 
oversimplified the reality. 
Furthermore, this approach is not applicable for studying the policy process. For 
instant, it cannot evaluate the impact and predict the consequence of a set of government 
policies regarding urbanization. After all, a set of policies may comprise of many different 
considerations and they may not be directly measurable.  
Lastly, the Granger Causality Test has its only drawback. As noted by Glasure and 
Lee (1997), Granger test may under some circumstances overlook the causality.  
 
8.1.2 Limitations of Variables 
 The variables used in the statistical tests in this dissertation include the urbanization 
level (demographic variable) and per capita GDP (economic variable). The former is 
indeed an addition of the rural-urban migration rate and natural birth rate. Such combined 
effect disallows analysis the rural-urban migration process and natural growth separately. 
Similarly, the per capita GDP figure includes both rural GDP and urban GDP. This avoid 
placing a specific focus on one particular region of the nation.  
 
8.3 Limitation of the data. 
On the ground of unavailability of information, the data for GDP per capita and 
urbanization level are collected at a 5-year interval, i.e. for one variable and one nation, 
only 11 data are used to describe the 50-year time span. The relatively small pool of data 
may affect the generality and accuracy of the results. 
As to the data for urbanization level, they are collected from the data bases of United 
Nations. However, as the organization claims, “there is no internationally agreed 
definition on the term urban area”. Therefore, it is highly likely that the data obtained are 
based on different definitions on “urban area” according to each country’s own practice. 
This would ultimately affect the consistency of the data and may produce invalid results.  
8.2 Suggested areas for further study 
Firstly, it is worthwhile to investigate the causal linkage between urbanization and 
economic growth according to different economic systems. In this study, only China 
belongs to socialist state and the other are all capitalist. Since the systems of resources 
allocation are fundamentally different in the two forms of economies, the urbanization 
process, which is proved to be associated with resources allocation in this dissertation, 
may have different influencing effect over the economic growth. 
Secondly, it would be interesting to discover the optimal pace of urbanization as the 
economic development proceeds. At this optimal level, the pace of urbanization can most 
efficiently contribute to the economic performance of a nation. 
Lastly, it is most worthwhile to reveal the predictability of this study. Some of the 
twelve selected developing nations demonstration a unidirectional casual link that 
urbanization leads economic growth. As some of these twelve nations transforms to 
developed ones, causal test can be used again to test whether a reversed causal link is 
found. 
 
 
 
 
 
 
 
 
 
 
 
Chapter IX 
Conclusion 
 This dissertation attempts to formulate the causal link between rate of urbanization 
and economic growth. In the study, economic growth is represented by per capita Gross 
Domestic Product while urbanization level refers to the share of total population in a 
nation living in urban area. Twenty countries are selected from six different continents. 
Eight of them (Australia, Japan, New Zealand, Norway, S. Korea, S. Africa, the U.K., the 
U.S.A.) are developed nations while the remaining twelve (Argentina, Brazil, Burma, 
China, Egypt, India, Indonesia, Malaysia, Mexico, Nigeria, the Philippines and Thailand). 
Each of the twenty nations possesses their historical backgrounds, geographical locations 
and culture. This can largely avoid any geographical dominance on the results. Time 
period from 1950-2000 is chosen as the basis of study.  
 With the adoption of Granger Causality Test, the causal relationship between 
urbanization and economic growth in the twenty nations are examined. Unit root test and 
co-integration test area first applied to ensure the application of Granger Causality Test 
valid and appropriate. Finally, F-test is performed to gauge the joint significance levels of 
causality between the two variables. 
 The results of the empirical tests reflect that causality exist in some nations. A 
remarkable finding is indicated: Urbanization contributes to economic growth in 
developing nations while the economic growth would cause urbanization in developed 
nations. In the case of South Korea, a bidirectional causal link is observed during the 
50-year period under investigation. 
 In the interpretation part of the study, the underlying reasons for the casual 
relationship are analyzed within the framework of urban economics. By first studying the 
development history of a typical city, it is observed that a city would undergo two major 
stages of urbanization: one is the period rural migration when the economy of the nation 
transformed from agriculture-oriented economy to industry-oriented economy; the other 
occurs during the post-industrialization period in which modernization of the rural area 
takes place. The study concluded that the direction of the casual link is essentially 
attributed to the particular stage of economic development which the nation is 
undergoing. 
 Regarding the developing nations, rural poverty gives a “push” the rural dweller to 
the cities to seek for better employment opportunities. Reasons for rural-urban migration 
mainly include increased rural life expectancy, improved agricultural technology, the 
traditional unequal resources distribution system in the rural space and poor living 
standards in the countryside. On the other hand, the prosperity of the urban area may 
produce a “pull” to the potential migrants. Such “pull” factors mainly include better 
employment opportunity, availability of education, more advanced urban facilities such as 
transport, and public housing. Combined the net effect of the “push” and “pull”, 
rural-urban migration is triggered. On the other hand, firms take advantage from the 
process of migration, where they can obtain cheap labor force for their industrial 
production. When more firms cluster in the urban area, sooner or later, economies of scale 
(both internal and external), which indeed requires considerable time to realize, occur and 
induce substantial economic growth of the urban area. Moreover, the fact that, as revealed 
in the case of Indonesia, urban employment market could not absorb the excess supply of 
rural labour force, leading to the phenomenon that urbanization rate is much faster than 
economic growth rate. Eventually, tertiary sector and other informal sector “take” the 
“residual labor”. Combined all above, it can therefore be interpreted that urbanization rate 
precedes economic growth in those developing nations. 
As to the situations in developed nations, the economies’ focus shifts to 
capital-intensive industries or innovation-oriented production activities as they are 
undergoing deindustrialization process. Economic sectors such as finance, banking, 
insurance, telecommunication, etc. dominates their economies. Unlike the economies of 
the less-developed nations, manual power is not decisive to their production processes. 
Furthermore, as the inner-city areas are over-developed, diseconomies of scale would 
eventually arise. Combined with the effects of pollution, overcrowding, congestion, 
increased land price, etc, individual relocation and industrial displacement to the 
sub-urban area occur. At this stage, government usually takes an active role to accelerate 
the pace of decentralization by designating new industrial zones and creating new towns. 
The firms can retrieve their once lost economies of scale while individual or household 
could enjoy better living environments. The above whole picture underlines the special 
characteristic of their causal link between urbanization and economic growth. The case 
study of the United Kingdom reveals these natures of a typical advanced nation. 
 The South Korea’s case deserves particular attention. A bi-directional causal link is 
found. This special characteristic can be explained by the fact that this East Asia countries 
has passed through the two abovementioned stage of development. It was a developing 
country in 1950 and now it is regarded as a highly industrialized nation. 
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